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American Taxation of Income 
Earned Abroad 


ROSWELL MAGILL AND WILLIAM C. SCHAAB * 


"in adoption of the Sixteenth Amendment and the Revenue Act of 
1913 was followed by a series of decisions by the Supreme Court on 
the nature of income and the scope of the power to tax it.’ The nat- 
ural result of such decisions was the exercise by Congress of about 
as broad powers as the Court said it possessed. 

These developments took place largely while tax rates were rela- 
tively low. Following the depression, rates were markedly increased. 
Our two wars brought rates to new highs, and those very high rates 
have not been greatly reduced even yet. Up to recent years the Con- 
gressional reaction to the strongest complaints has been to insert 
special provisions relieving particular hardships; to grant special 
concessions rather than to attempt to reform the whole structure. 
Thus the Internal Revenue Code has become a labyrinth of detailed 
exceptions to general provisions. 

Presently, there is thoughtful consideration of several broad in- 
quiries which may very well bear fruit in the future: 

1. Do our present income tax provisions unnecessarily impede 
economic progress and thus run counter to our fundamental philos- 
ophy? 

2. Is the income tax fairly levied, having in mind its main purpose 
of exacting reasonable, fairly-distributed payments to the Govern- 
ment by persons enjoying its benefits? 

3. Would an income tax law stated in simpler terms operate more 
justly, as well as prove more acceptable to taxpaying citizens? 


RoswELL Magi (A.B., Dartmouth 1916; J.D., University of Chicago 1920) is a mem- 
ber of the New York Bar and a partner of Cravath, Swaine & Moore, New York City, New 
York. 

WituiaM C. ScHaaB (B.A., Wesleyan University 1949; M.A., Wesleyan University 1951; 
LL.B., Yale 1952) is a member of the New Mexico Bar and is associated with Rodey, 
Dickason, Sloan, Akin & Robb, Albuquerque, New Mexico. 

* JoHN R. TURBYFILL (B.A., Roanoke College 1953 ; LL.B., University of Virginia 1956), 
a member of the New York Bar and a member of the legal staff of Cravath, Swaine & 
Moore, gave the authors invaluable assistance in checking facts, figures, and citations. 

1 See MAGILL, TAXABLE INCOME (rev. ed. 1945). 
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The provisions taxing income earned abroad illustrate the devel- 
opment of our present complicated, highly specialized income tax 
law and form a base for the application of these inquiries to one seg- 
ment of the law. In this article we shall endeavor first, to review the 
development, character, and scope of the present provisions; and 
second, to advance suggestions for their revision and improvement. 
We are inclined to believe that a similar investigation may be fol- 
lowed to advantage in other parts of the law. 


I. 
Power To Tax Foreign Income 


As early as 1918, in Peck & Co. v. Lowe? the Supreme Court held 
that a domestic corporation could be taxed on the income realized 
from buying goods in this country and selling them abroad.’ The ob- 
jection chiefly raised was that such a tax was a tax on exports. The 
Court thought not; the tax was non-discriminatory and exportation 
was affected only indirectly, for the income was taxed like other in- 
come. Under the 1913 Act a domestic corporation was taxable on its 
entire net income arising or accruing from all sources.‘ 

The Court expanded its philosophy of jurisdiction to tax in Cook 
v. Tait,® decided six years later. Cook was a native citizen of the 
United States, domiciled in Mexico City. He was called upon to make 
a return of his income under the 1921 Act, such income being derived 
from property situated in Mexico City. The Court upheld the tax, 
relying upon two cases * which had sanctioned the taxation of for- 
eign-built yachts, owned and used outside of the United States by 
citizens, one of whom was permanently domiciled abroad. Justice 
McKenna, for the Court, thus concluded his opinion :* 

. or to express it another way, the basis of the power to tax was not and 
cannot be made dependent upon the situs of the property in all cases, it being 
in or out of the United States, and was not and cannot be made dependent 


upon the domicile of the citizen, that being in or out of the United States, but 
upon his relation as citizen to the United States and the relation of the latter 


2 247 U.S. 165 (1918). 

3 In general, in the case of a sale of goods the Internal Revenue Service holds that income 
arises at the place of sale, i.e., where title to the goods passes to the buyer. See G.C.M. 
25131, 1947-2 Cum. BuLL. 85. 

4 Sec. G, Revenue Act of 1913. 

5 265 U.S. 47 (1924). 

6 United States v. Bennett, 232 U.S. 299 (1914) ; United States v. Goelet, 232 U.S. 293 
(1914). 

7 Cook v. Tait, supra note 5, at 56. 
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to him as citizen. The consequence of the relations is that the native citizen 
who is taxed may have domicile, and the property from which his income is 
derived may have situs, in a foreign country and the tax be legal—the govern- 
ment having power to impose the tax. 


In 1928 the Court of Appeals for the Second Circuit held a resi- 
dent British subject, a partner in a firm with offices in London and 
Newfoundland as well as in New York, taxable upon his entire in- 
come.® Thus citizenship, and then residence without citizenship, 
were established as an adequate basis for taxing all the income of the 
citizen or resident, even that realized abroad. 

Moreover, in DeGanay v. Lederer *® in 1919, the Supreme Court had 
upheld under the 1913 Act the power to tax the income from the 
stocks and bonds of American corporations held in the United States 
by an American agent for the benefit of a non-resident alien. The 
Court said in part: 7° 

It is difficult to conceive how property could be more completely localized 


in the United States. There can be no question of the power of Congress to tax 
the income from such securities. 


The Code provides in section 871 for a tax of 30 per cent on various 
enumerated items of American income received by a non-resident 
alien, to be collected by withholding," unless his income exceeds 
$15,400, in which case he is required by the Code to file a return and 
pay the progressive rates of tax.” 

Thus the place of the source of the income has power to tax it. It is 
apparent that if foreign jurisdictions exercise their powers simi- 
larly, the same income may be taxed twice if the recipient is a citizen 
of or resides in a different country from that in which the income 
arises. The philosophy of Cook v. Tait suggests that the state of 
citizenship has a power to tax income, as well as the state of the situs 
of the property producing the income. For the purpose of property 
taxation, the state of situs seems to have paramount power. The in- 
stitution by the United States of the credit for foreign income taxes 
tended to apply the property tax philosophy to income taxation, 
since the payment of the foreign tax on income earned abroad is 
treated as a discharge pro tanto of the American tax. 


8 Bowring v. Bowers, 24 F.2d 918 (2d Cir. 1928), cert. denied, 277 U.S. 608 (1928). 
9 250 U.S. 376 (1919). 

10 DeGanay v. Lederer, supra note 9, at 382. 

11 J.R.C. § 1441 (1954). 

12 See Reg. Sec. 1.871—7(¢) (1957). 

18 Supra note 5. 
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II. 


Statutory Devices to Repuce tHe AMERICAN Tax 
on Foreign IncomE 


A. Tue Forrien Tax Crepir 


The foreign tax credit was first allowed by the Revenue Act of 
1918. It was designed primarily to free American taxpayers from 
the ‘‘very severe burden’’ of double taxation, but some Congress- 
men saw it as a method to encourage foreign trade and to prevent 
revenue loss through incorporation of foreign subsidiaries or ex- 
patriation.® 

The credit applied against the United States tax ‘‘any income, 
war-profits and excess profits taxes paid during the taxable year to 
any foreign country’’ or to a United States possession by a citizen 
or domestic corporation.’® Non-resident aliens and foreign corpora- 
tions were denied the credit; a resident alien was allowed to credit 
only taxes paid to a possession or to his home country, if that coun- 
try allowed a similar credit to American citizens residing there. The 
credit was extended by section 240(c) to permit a domestic corpora- 
tion to credit against the tax paid on dividends from its foreign sub- 
sidiary the fraction of foreign income taxes paid by the subsidiary 
equal to the ratio of the dividends received to the subsidiary’s total 
taxable income.” : 

The foreign tax credit, in its original form, operated in most cases 
to prevent the aggregate income taxes imposed on the total income 
of a taxpayer having foreign income from exceeding the United 
States rate. Thus, if a taxpayer derived $10,000 from foreign sources 
subject to a foreign tax rate of 30 per cent and $5,000 from United 
States sources subject to a 25 per cent tax, the full $3,000 of foreign 
income taxes could be credited against the United States tax of 
$3,750. His aggregate income tax liability was thus made equal to 
that of a taxpayer deriving his entire income from American 
sources. 


14 H.R. Rep. No. 767, 65th Cong., 2d Sess. 11 (1918). See also Adams, Interstate and 
International Double Taxation in COLUMBIA UNIVERSITY LECTURES ON TAXATION 101 


(1932). 

15 See 56 Cona. Rec. 677-678 (1918). 

16 Sees, 222 and 238, Revenue Act of 1918. 

17 SEIDMAN, LEGISLATIVE HiIsTORY OF FEDERAL INCOME Tax Laws, 1938-1861, 935 
(1938). Interestingly, the subsidiary provision was enacted as a compromise in the Confer- 
ence Committee on the Senate Bill, which would have permitted a foreign subsidiary to file 
consolidated returns with its domestic parent corporation. 
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If the taxpayer had little income from domestic sources or if the 
foreign tax rate was greatly in excess of the United States rate, the 
credit might wipe out the American tax liability entirely. In every 
case in which the foreign rate exceeded the American rate, the credit 
would effect a reduction of the American rate on domestic income by 
the amount of such excess. In such cases the credit was more gener- 
ous than would have been an outright exemption of foreign income. 
The United States thus not only subordinated its taxation of foreign 
income to the taxation of the country of source or residence, but in 
some cases it relinquished, doubtless inadvertently, its right to tax 
domestic income at a uniform rate. 

To correct that undesired effect, the Revenue Act of 1921 limited 
the credit to that fraction of the United States tax equal to the ratio 
of the taxpayer’s net income from sources without the United States 
to his entire net income. That ‘‘over-all’’ limitation was intended 
to prevent high foreign taxes from wiping out part of the Ameri- 
can tax on American income.'* However, the ‘‘over-all’’ limitation 
operated unequally as between taxpayers paying the same amount 
of foreign taxes but deriving different proportions of their net 
incomes from foreign sources. Thus, if two taxpayers each had total 
net income of $30,000, and each paid aggregate foreign income taxes 
of $2,500, but one derived $20,000 from foreign sources while the 
other derived only $10,000 from such sources, one taxpayer would be 
entitled to a tax credit equal to two-thirds of his United States tax, 
but the other would be limited to one-third of such tax. To eliminate 
that ‘‘preferential treatment,’’ the Revenue Act of 1932 added the 
additional limitation that the credit for the tax of any country shall 
not exceed that fraction of the United States tax equal to the ratio 
which the taxpayer’s net income from such country bears to his en- 
tire net income. Section 158(e) of the Revenue Act of 1942 added a 
provision which allowed a domestic corporation to credit a pro- 
portion of the foreign taxes paid by a foreign subsidiary of a foreign 
corporation. This provision survives as section 902(b) of the 1954 
Code, which allows a domestic corporation to credit a proportion of 
the foreign taxes paid by a foreign subsidiary of which 50 per cent 
or more of the voting stock is owned by a foreign corporation, ten 
per cent or more of the voting stock of which is owned by the domes- 
tic corporation. Thereafter no major changes were made in the 
credit until the adoption of the 1954 Code. 


18 §, Rep. No. 275, 67th Cong., Ist Sess. 17 (1921). 
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In 1933 the House Ways and Means Subcommittee recommended 
the complete elimination of the credit.’® At the urging of the Treas- 
ury Department, the Ways and Means Committee in the House Rev- 
enue Bill of 1934 only limited the credit under the per country and 
over-all limitations to one-half of the foreign income.” The Senate, 
however, restored the existing law in order to encourage United 
States exports.” Minor changes were made in the definition of net 
income used in the limitation formulas in the Revenue Act of 1938, 
the Internal Revenue Code of 1939, and in the Revenue Acts of 1942 
and 1943, so that the computation of the credit would reflect changes 
in the law brought about by the adoption of the corporate dividends 
received credit and of the excess profits tax.” 

The ‘‘over-all’’ limitation was eliminated in the 1954 Code because 
of its adverse effect where a foreign loss is sustained, thus decreas- 
ing the limiting ratio of foreign to total taxable income, but an at- 
tempt by the House to expand the definition of taxes allowable as a 
credit was defeated in the Senate.” 

Proposals have been made (1) that taxpayers be given an election 
between the ‘‘ per country’’ and the ‘‘over-all’’ limitations, which 
would permit the crediting of an additional amount in respect of 
foreign taxes paid to a high-rate country from which relatively little 
income was derived; and (2) that the definition of creditable taxes 
be expanded to include any tax nat ordinarily passed on as part of 
the sales price of goods or services. 


19 See SEIDMAN, op. cit. supra note 17, at 372. 

20 H.R. Rep. No. 704, 73d Cong., 2d Sess. 15-16 (1934). 

21 §. Rep. No. 558, 73d Cong., 2d Sess. 39 (1934). 

22 The 1939 Code amended section 131(b) of the Revenue Act of 1938 to provide that in 
the case of a corporate taxpayer the denominator of the limiting fraction would be ‘‘ normal 
tax net income’’ instead of ‘‘ entire net income.’’ The purpose of that change was to coor- 
dinate the foreign tax credit with the law as it existed at that time, which by the Revenue 
Act of 1934 had been amended to change the corporate dividends received deduction to a 
dividends received credit. See H.R. Rep. No. 855, 76th Cong., Ist Sess. 5 (1939). The Rev- 
enue Act of 1942 amended section 131(b) of the Code to provide that in the case of a cor- 
poration the denominator of the limiting fraction would be normal tax net income plus the 
excess profits tax credit allowed under section 26(e). That amendment was necessary to add 
back to income an amount equal to the adjusted excess profits tax net income, which under 
the 1942 Act was a deduction from adjusted net income in determining normal tax net 
income. See S. Rep. No. 1631, 77th Cong., 2d Sess. 66-67 (1942). The Revenue Act of 1943 
added a technical amendment arising from the fact that foreign dividends, though excluded 
from the excess profits tax, were reflected in the denominator specified by the 1942 Act 
because the full credit allowable under section 26(e) was required to be added to normal 
tax net income. That amendment required only a portion of such credit to be added to 
normal tax net income in computing the denominator of the limiting fraction. 

23 §. Rep. No. 1622, 83d Cong., 2d Sess. 106, 419 (1954). 
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The present form of the foreign tax credit in some cases encour- 
ages the organization of foreign subsidiaries to do business abroad. 
A domestic corporation with a total taxable income of $1,000,000, of 
which $400,000 is derived from a foreign country and which is there 
subject to income tax at a 26 per cent rate, will be entitled to a foreign 
tax credit of $104,000 against the United States tax of $520,000, but 
the effective aggregate tax rate on the foreign income will be 52 per 
cent. If the corporation conducted its foreign operations through a 
wholly-owned foreign subsidiary, the parent’s taxable income 
would be reduced to $896,000, even though the subsidiary declared 
all of the foreign profit as a dividend,* and the parent’s tentative 
United States tax would be $465,920. Against such tax, the parent is 
deemed to have paid and is permitted to credit that proportion of 
the subsidiary’s foreign income tax which is equal to the ratio of 
the subsidiary’s ‘‘accumulated profits’’ from which the dividend 
is paid to the net income subject to the foreign tax 
ean x $104,000 | , or $76,960. If the subsidiary did not distrib- 
ute its entire profits of $296,000 as a dividend, the parent’s credit 
would be further limited to the proportion of the tax which cor- 
responded to the ratio of the dividends received to such profits. The 
actual United States tax would be $388,960 ($465,920 — $76,960), 
and the aggregate income tax applicable to the foreign income 
would be $180,960, compared with a tax of $208,000 if there were no 
foreign subsidiary. Thus the effective tax rate on the foreign in- 
come is reduced from 52 per cent to 45.24 per cent by virtue of the 
use of a foreign subsidiary. 

Where operations are conducted in several foreign countries, the 
credit yields a greater tax reduction if each country is assigned to a 
separate subsidiary. Assume, for example, that investment in coun- 
try A earns $100,000 in a year in which investment in country B loses 
$10,000 and that the applicable foreign income tax rate is 30 per 
cent. If both investments are directly operated by a domestic corpo- 
ration, the effective tax rate applicable to the net foreign income of 
$90,000 will be at least 52 per cent. If both countries are operated by 
a single foreign subsidiary, it will pay aggregate foreign taxes of 


24 Section 902 of the 1954 Code permits a parent to credit only foreign taxes paid or 
accrued by a subsidiary at least ten per cent owned by the parent or at least 50 per cent 
owned by a ten per cent owned subsidiary. 

25 Only the United States tax on ‘‘dividends’’ is subject to credit. Interest or rent are 
not ‘‘dividends,’’ but by special dispensation royalties or compensation for services paid 
by a wholly-owned subsidiary in lieu of dividends are treated as ‘‘dividends’’ under section 
902(d) (1954). 
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$30,000 on a net income of $90,000.7* On distribution of its entire 
profits of $60,000, the parent will be entitled to a credit of $20,000 
[Seo500 x $30,000} against the United States tax of $31,200, and 
the resulting effective tax rate on the foreign income will be 45.78 per 
cent. If each foreign investment were operated by a separate grand- 
child subsidiary of a foreign holding subsidiary which is not itself 
subject to foreign income taxes, the holding subsidiary would be 
deemed to have paid a foreign tax of $21,000 on a net income of 
$70,000 | s00UaD x $30,000 | , if its operating subsidiary declares 
all profit as a dividend. The domestic parent, on receipt of a $70,000 
dividend from its holding subsidiary, would be entitled to credit 
$21,000 against the United States tax of $36,400, and the resulting 
effective tax rate on the foreign income would be 45.4 per cent. 

The foreign tax credit was the first of several statutory devices 
adopted to reduce or eliminate the American income tax on income 
earned abroad, but it is the only one of general application. The 
credit has presented recurrent problems, some of which still remain: 
What foreign taxes are entitled to be credited? Should a credit be 
granted for a foreign tax exemption? Does the credit operate to en- 
courage foreign nations to impose an income tax at rates which will 
fully absorb the credit? ?7 

Congress has adopted from time to time five special provisions 
exempting special forms of income earned abroad, four of which re- 
main in effect: (1) the exemption of income from sources within pos- 
sessions of the United States; (2) the special deduction granted to 
China Trade Act corporations; (3) the reduction in tax rate ap- 
plicable to Western Hemisphere trade corporations; (4) the exemp- 
tion of income earned abroad by individual citizens; and (5) the 
exemption from excess profits tax of corporations deriving 95 per 
cent of their gross incomes from foreign sources. Each of these pro- 
visions carries its own conditions and qualifications; there is no 
standard pattern. Moreover, viewed objectively, it is often hard 
to see why these types of income are better entitled to special treat- 
ment than other forms. 


26 The Treasury has ruled in I.T, 4089, 1952-2 Cum. BULL. 142, that dividends paid by a 
foreign subsidiary shall be deemed to derive from the country of its incorporation and that 
all foreign taxes paid or deeemd to have been paid by it to any foreign country shall also 
be deemed to have been paid to the country of its incorporation. See also Proposed Reg. 
Sec. 1.902—1 (1956). 

27 See Surrey, Current Issues in the Taxation of Corporate Foreign Investment, 56 
Cotum. L. REv. 815, 819 (1956). 











ne Os a a ee ee oe ee oe 


SS th © & hk @ a ‘ “Sete SA od 











1958] AMERICAN TAXATION OF INCOME EARNED ABROAD 123 


1. Exemption of income from possessions. The House Revenue 
Bill of 1921 contained provisions exempting ‘‘foreign traders’’ and 
‘‘foreign trade corporations’’ from tax on income from sources 
without the United States. Qualification for the exemption, in gen- 
eral, required the taxpayer to derive 80 per cent or more of its gross 
income during its existence or its last three taxable years from for- 
eign sources and 50 per cent of such income from the active conduct 
of a business. 

The broad exemptions from tax on foreign income were supported 
by the Treasury, State, and Commerce Departments and by the busi- 
ness community generally. The House Bill was favorably reported 
and passed the House. The Senate Finance Committee also endorsed 
the exemptions in the following terms: *8 

Under existing law an American citizen or domestic corporation is taxed 
upon his or its entire income, even though all of it is derived from business 
transacted without the United States. This results in double taxation, places 
American business concerns at a serious disadvantage in the competitive 
struggle for foreign trade, encourages American corporations doing business 
in foreign countries to surrender their American charters and incorporate un- 
der the laws of foreign countries, results in serious administrative difficulties 
with respect to the collection of taxes due from individuals resident in foreign 
countries, and encourages American citizens to expatriate themselves. In or- 
der to remedy this situation foreign traders and foreign trade corporations, 


as above defined, will be taxed under this act substantially as non-residents— 
i.e., only on income derived from sources within the United States. 


On the Senate floor the elder Senator La Follette led an attack on 
the provisions that was partially successful. La Follette and other 
Senators contended that the provision was objectionable because it 
freed ‘‘wealth’’ from its proper share of the tax burden; it drew off 
needed capital to ‘‘underdeveloped or war-stricken countries’’; it 
would result in higher interest rates and higher prices at home while 
encouraging the use of ‘‘coolie labor’’ abroad to the detriment of 
American farmers and workingmen.”® Proponents argued that the 
exemptions were necessary to prevent loss of revenue through in- 
creased formation of foreign subsidiaries, to make it possible for 
American firms to compete on equal terms with foreign competitors, 
and to harmonize the United States tax laws with those of other 
countries. 

28§, Rep. No. 275, 67th Cong., 1st Sess. 9 (1921). The House Ways and Means Com- 


mittee Report, H.R. Rep. No. 350, 67th Cong., 1st Sess. 8 (1921), contains similar language. 
29 The meat of the debate appears at 61 Cona. Rec. 5868-5878, 5883-5886, and 6489- 


6494 (1921). 
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As the debate progressed, it developed that only a few other coun- 
tries *° exempted foreign income earned abroad and that the only 
known cases of hardship arose in the Philippines. The apparent 
necessity for compromise resulted in limiting the exemptions to 
citizens and domestic corporations deriving income from sources 
within a possession and in making taxable any amounts received in 
the United States although earned in a possession. The provision 
survives, in slightly modified form, as section 931 of the 1954 Code. 

2. Exemption of China Trade Act corporations. Perhaps in con- 
nection with the failure of the Senate to adopt the broad exemptions 
of the House Bill in 1921, the Congress passed the China Trade Act * 
the following year. That Act amended the Revenue Act of 1921 to 
provide, in effect, for an exemption of income ‘‘from sources within 
China’’ in the hands of a corporation organized under the Act or of 
the stockholders of such corporation.*? The provision survives as 
section 941 of the 1954 Code. We understand that there are presently 
about ten China Trade Act corporations in active operation. 

3. Exemption of Western Hemisphere trade corporations. The 
clear predisposition of Congress to exempt foreign income flowing 
to certain classes of domestic corporations from war-born tax bur- 
dens also appears to account for the exemption from surtax of 
Western Hemisphere trade corporations granted by the Revenue 
Act of 1942.°* To qualify for the exemption, a domestic corporation 
was required to do all of its business in the Western Hemisphere and 
to derive 95 per cent of its gross income from foreign sources and 90 
per cent of such income from the active conduct of a trade or busi- 
ness during its existence or a three-year period. Although legislative 
history of the exemption is all but non-existent,* it seems fairly clear 
from the Committee’s hearings that Congress responded to a plea 
by United States companies operating in South America and that 
the relief was restricted to those requesting it. The exemption sur- 
vives as a 14-point reduction in the normal corporate tax rate under 
section 921 of the 1954 Code. 


30 The countries named were England, France, Holland, and Belgium. See 61 Con@. REC. 
6490 (1921). 

31 42 Star. 849 (1922). 

82 42 Sra. 855 (1922). 

33 56 Stat. 838 (1942), adding section 109 to the 1939 Code. See Surrey, supra note 27, 
at 830. 

34 The Senate Finance Committee, which created the exemption, states in its Report that 
its principal purpose was to alleviate a ‘‘competitive inequality’’ between American and 
foreign corporations trading in South America. 8. Rep. No. 1631, 77th Cong., 2d Sess. 32, 
111 (1942). Why such ‘‘inequality’’ did not exist in other parts, or why only South 
American inequalities warranted alleviation, is not stated. 
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4, Exemption of earned income of citizens resident abroad. A 
special exemption for individual taxpayers deriving income abroad 
was made in the Revenue Acts of 1924 and 1926. Section 209 of the 
1924 Act allowed an individual a credit against his tax equal to 25 
per cent of the tax on his ‘‘earned income’’ (but not more than 25 
per cent of the normal tax). In the 1926 Act the earned income credit 
was repealed,® and a new provision, section 213(b) (14), was added, 
excluding from gross income all earned income from foreign sources 
in the case of a citizen residing abroad for more than six months 
during the taxable year. 

The exclusion of foreign earned income otlalniated:3 in the House 
Revenue Bill of 1926 as an exclusion limited to ‘‘salary or commis- 
sion’’ received by persons employed in selling abroad merchandise 
produced in the United States. The provision was reported favor- 
ably as ‘‘an endeavor to take one further step toward increasing our 
foreign trade’’ ** and was passed by the House. The Senate Finance 
Committee struck out the exclusion on the ground that it was un- 
necessary in view of the availability to those employed abroad of the 
foreign tax credit. On the Senate floor a new provision was added 
which excluded income derived from a foreign business by a bona 
fide non-resident citizen. The final form of the exclusion, limited to 
‘‘earned income,’’ was the result of a compromise in the Conference 
Committee.* 

The exclusion of earned income was carried into the Revenue Act 
of 1928 without change. In 1932, however, the provision was elimi- 
nated from the House Revenue Bill of 1932 by the Senate Finance 
Committee, again on the grounds that the exclusion was unnecessary 
in view of the foreign tax credit and had the unintended effect of ex- 
empting completely from tax the salaries of Government officials not 
subject to foreign income taxes.*® The exclusion was restored by the 
Conference Committee except as to amounts paid by the United 
States to its employees who are stationed abroad.* Restoration was 
thought necessary ‘‘to help our foreign trade and to put all Ameri- 
cans who are working abroad in a position of equality with their com- 
petitors.’’*t The provision survives as section 911 of the 1954 Code. 


35 See H.R. Rep. No. 356, 69th Cong., Ist Sess. 33 (1926). 
36 H.R. Rep. No. 1, 69th Cong., Ist Sess. 7 (1926). 

37 §, Rep. No. 52, 69th Cong., 1st Sess. 20-21 (1926). 

38 H.R. Rep. No. 356, 69th Cong., 1st Sess. 33 (1926). 

39 §, Rep. No. 665, 72d Cong., Ist Sess. 31 (1932). 

40 H.R. Rep. No. 1492, 72d Cong., 1st Sess. 15 (1932). 

41 75 Cona. Rec. 10410 (1932). 
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5. Exemption from excess profits taxes of corporations exclu- 
sively engaged in foreign business. With the increased need for rev- 
enue to support the defense program immediately prior to World 
War II, the Second Revenue Act of 1940 ** enacted an excess profits 
tax. Section 727(g) of the 1939 Code was added by that Act to exempt 
from the new tax a domestic corporation deriving at least 95 per cent 
of its gross income from foreign sources and 50 per cent of such in- 
come from the active conduct of a trade or business during a three- 
year period. Non-resident foreign corporations were also exempt 
from the tax. The exemption for domestic corporations operating 
abroad was added by the Ways and Means Committee after the Bill 
had been reported; it was approved both by the House and the Sen- 
ate without discussion.** 

The same exemptions were re-enacted as part of the Korean War 
excess profits tax.*t The Committee Reports with respect to that tax 
indicate that non-resident foreign corporations were exempt from 
that tax for ‘‘lack of jurisdiction over the corporation itself’’ and 
that qualified domestic corporations were exempt because of the in- 
come tax exemptions extended to Western Hemisphere trade corpo- 
rations and corporations engaged in business and deriving substan- 
tially all their income from the possessions, and because the exemp- 
tions had been part of the World War II statute.** 

6. Exemptions in H.R. 8300. With the advent of the 1954 Code, 
Congress toyed with the idea of creating additional exemptions for 
foreign income, but the idea was rejected by the Senate. The House 
Bill, H.R. 8300,** contained an elaborate scheme by which (1) current 
income tax on a domestic corporation would be deferred in the case 
of income from a foreign ‘‘branch’’ engaged in certain types of busi- 
ness abroad and deriving substantially its entire income abroad 
from such business,*’ and (2) a credit would be allowed against the 
normal corporate tax equal to 14 per cent of the taxpayer’s income 
withdrawn from a branch qualifying for deferral, certain types of 
income from a foreign subsidiary or affiliate wholly engaged in cer- 
tain types of business abroad, and compensation for technical serv- 
ices.*® The idea underlying the proposed exemption was to stimulate 


42 54 Stat. 988 (1940). 

43 §, Rep. No. 2114, 76th Cong., 3d Sess. 3 (1940). 

44 Section 454(e) and (f) of the Excess Profits Tax Act of 1950, 64 Star. 1184 (1951). 

45 H.R. Rep. No. 3142, 81st Cong., 2d Sess. 27 (1950) ; 8. Rep. No. 2679, 81st Cong., 2d 
Sess. 33 (1950). 

46 83d Cong., 2d Sess. (1954). 

4t Part IV of Subchapter N (1954 Code). 

48 I.R.C. §§ 37 and 923 (1954). 
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private foreign investment.*® The Senate rejected the House pro- 
posal because of ‘‘uncertainties and difficult problems’’ in an un- 
familiar field.®° 

In granting exemptions to particular classes of taxpayers having 
specified kinds of income, Congress has obviously sought to restrict 
the ‘‘relief’’ to a narrowly defined group. Frequently the ultimate 
enactment was the result of a practical compromise of competing 
views. There appears to be little ‘‘reason,’’ for example, why certain 
corporations active in the Western Hemisphere, China, or the pos- 
sessions should be specially exempt from tax, while similar corpora- 
tions active in other localities must carry a full tax burden. Con- 
versely, it may be questioned whether income earned abroad by a 
citizen or domestic corporation should be subject to more than a very 
moderate tax to support this Government, which can furnish only a 
fraction of the services regularly performed for residents. 


B. Tax TREATIES 


The tax treaty is newer than the tax credit device, the first treaty 
being apparently the convention of December 31, 1921 between Ger- 
many and Czechoslovakia.™ The United States, perhaps because it 
pioneered the tax credit device, did not enter into any tax treaty un- 
til 1939, when the treaty with Sweden was signed. Since then the 
United States has become a party to 21 Conventions,™ all with Euro- 
pean countries, Australia, and New Zealand, except for the recent 
conventions with Japan, Honduras, and Pakistan.™ In preparation 
are 14 Conventions with countries in the Middle and Far Kast and 
South and Central America. 

Though generalization about the content of the United States tax 


49 H.R. Rup. No. 1337, 83d Cong., 2d Sess. 74-76, A254—265 (1954). 

50 §. Rep. No. 1635, 83d Cong., 2d Sess. 105 (1954). 

51 XVII LeaGuE or NATIONS TREATY SER. No. 447. 

52 Treaty of March 23, 1939. The Treaty is effective for 1940 and later years. 

53 The countries with which agreements have been reached with the original effective 
date of the treaty and the paragraph number at which the treaty may be found in CCH Tax 
TREATIES follow: Australia, Jan. 1, 1953, { 401; Austria, Jan. 1, 1957, 1 501; Belgium, Jan. 
1, 1953, { 601; Canada, Jan, 1, 1941, { 1201; Denmark, Jan. 1, 1948, { 2101; Finland, Jan. 
1, 1952, | 2701; France, Jan. 1, 1945, { 2801; Germany, Jan. 1, 1954, | 3001; Greece, Jan. 1, 
1953, | 3101; Honduras, Jan. 1, 1957, J 3501; Ireland, Jan. 1, 1951, J 4101; Italy, Jan. 1, 
1956, { 4301; Japan, Jan. 1, 1955, 4401; Netherlands, Jan. 1, 1947 (applicable to the 
Antilles Jan. 1, 1955), | 5801; New Zealand, Jan. 1, 1951, § 5901; Norway, Jan. 1, 1951, 
{ 6101; Pakistan (pending), { 6201; Sweden, Jan. 1, 1940, ] 7301; Switzerland, Jan. 1, 
1951, J 7401; Union of South Africa, July 1, 1946, J 7901; United Kingdom, Jan. 1, 1945, 
4 8101. 

54 The Pakistan Treaty was signed July 1, 1957, and has not yet been approved by the 
Senate. : 








128 TAX LAW REVIEW [Vol. 13: 


treaties is perilous, the treaties are uniformly designed to relieve 
non-resident aliens and foreign corporations from American taxa- 
tion on some income items. The treaties do not grant any federal 
exemptions or rate reductions to citizens, residents, or domestic cor- 
porations. The tax treaties are, therefore, completely complemen- 
tary to the foreign tax credit, which reduces the American tax to 
the extent a foreign tax is imposed. 

The thrust of the treaties is to bargain for exemptions or reduc- 
tions in the foreign income taxes applicable to the foreign income of 
United States citizens and residents. The treaties typically provide 
that the United States shall allow a credit against its income tax for 
specified foreign taxes.” Accordingly, any reduction in the foreign 
tax will increase the revenue yield of the federal tax. 

A basic conception of all of the tax treaties is that an ‘‘enterprise”’ 
of one contracting state shall not be taxable by the other contracting 
state on ‘‘industrial and commercial profits’’ derived from the lat- 
ter, unless the enterprise is conducted through a ‘‘ permanent estab- 
lishment.’’ °° Similarly, most treaties provide for a rate reduction 
to 15 per cent applicable to dividends from the United States paid 
to a resident of a treaty country not having a permanent establish- 
ment here. Interest is frequently exempt from tax under those con- 
ditions. Dividends from a wholly-owned United States subsidiary 
are typically taxable at a low rate of 5 per cent, while interest from 
such a subsidiary may be fully taxable. The Conventions usually pro- 
vide that dividends and interest paid by a corporation of one con- 
tracting state will not be taxable by the other contracting state unless 
received by a citizen or resident of such state.’ The treaties also 
contain rules with respect to the determination of the source of par- 
ticular income items—rules that are consistent with the United 
States view of such matters. 

The proposed treaty with Pakistan contains a novel provision: 
that the United States shall deem to have been paid and shall allow a 
tax credit for the amount by which Pakistan taxes have been reduced 


55 Usually the foreign tax is an ‘‘income’’ tax within the meaning of the foreign tax 
credit provisions of the Code. In some treaties, however, other taxes are expressly made 
creditable. See, e.g., Australia (Art. I(1) (a)) 9 401; New Zealand (Art. I(1)(a)) 7 5901; 
Netherlands (Art. I(1)(b) (i)) § 5801; Norway (Art. I(1)(b)) § 6101; Sweden (Art. 
I(1) (b)) 7 7301. CCH Tax TREATIES. 

56 For a discussion of the meaning of the unique treaty vocabulary, see Joseph, Income 
Tax Treaties—A Comparison of Basic Provisions in PROCEEDINGS OF NEw YorRK UNIVER- 
sity TWELFTH INSTITUTE ON FEDERAL TAXATION 787 (1954). 

57 Such provisions are designed to obviate Code provisions like section 861(a) (2) (B), 
under which a non-resident alien may be taxable on dividends received from a foreign cor- 
poration deriving most of its income from United States sources. 
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under the terms of an incentive arrangement. Pakistan accords a 
five-year exemption from tax on profits up to five per cent of a firm’s 
invested capital, if it qualifies as a new enterprise making an invest- 
ment in Pakistan. In the absence of such a provision, the incentive 
to invest in Pakistan would be nullified for American companies be- 
cause their profits would be taxable at 52 per cent in any event. 

The Senate has not yet approved the new provision. Comment has 
been generally unenthusiastic, largely on the grounds that the de- 
vice employed in the treaty gives effect only to tax reductions and 
that it would be inapplicable where a country simply imposed a low 
rate.*® Yet the low-rate country might be striving by that means to 
attract foreign investors to its shores. The Pakistan treaty, never- 
theless, indicates a broadened concept of the function of a tax treaty 
and a more effective coordination between the tax treaty and the 
foreign tax credit. More effective relief from double taxation may 
be obtained under such new-style conventions. 


C. Uss or SuBSIDIARIES 


The multiplication of technical requirements for exemption of 
foreign income from tax has, in the case of corporate taxpayers par- 
ticularly, made the present Code a tangled web of technicalities and 
formalities. In general, the tax provisions encourage the formation 
of foreign subsidiaries. A domestic corporation with income-pro- 
ducing investments abroad will ordinarily be taxable on such income 
at a 52 per cent rate. If the foreign investment is operated by its 
wholly-owned domestic subsidiary, the effective rate will be in- 
creased to 55.74 per cent ®° (if the foreign tax rate does not exceed 
52 per cent). 

On the other hand, if the foreign investment is operated as a West- 
ern Hemisphere trade corporation subsidiary, the effective rate will 
be 42.84 per cent (if the foreign rate does not exceed 38 per cent). 

If the investment is operated as a foreign subsidiary or as a sec- 


58 See the reported hearings before the Senate Foreign Relations Committee, CCH Tax 
TREATIES, New Developments J 9969. See Surrey, supra note 27, at 854 et seq., criticizing 
the provision. 

59 An explanation of the 55.74 per cent effective rate applicable to foreign income from a 
domestic subsidiary in the hands of a domestic parent corporation follows. Assume that the 
domestic subsidiary earned $100,000 from foreign sources. The aggregate of United States 
and foreign income tax on such income in the hands of such subsidiary would be $52,000. 
Upon the distribution of the remaining net profit of $48,000 to the parent corporation, the 
parent would be subject to the intercorporate dividend tax of 7.8 per cent (52 per cent of 
15 per cent of such profits), which would be equal to $3,744. Accordingly, the aggregate 
taxes attributable to the foreign income in the hands of the parent would be $55,744, and 
the effective tax rate would be 55.74 per cent. 
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tion 931 subsidiary, the effective rate will be a minimum of 45.24 per 
cent where the foreign tax rate is 26 per cent and will be less than 52 
per cent provided foreign taxes are imposed at a rate less than 52 
per cent.” 

If losses are sustained by the foreign operation, they may not be 
applied against the parent corporation’s income through a consoli- 
dated return, unless the operation is conducted by a domestic sub- 
sidiary or by a Western Hemisphere trade corporation subsidiary. 
But in the latter case the two per cent consolidated return penalty 
is inapplicable with respect to the income attributable to the West- 
ern Hemisphere trade corporation.™ Section 931 and China Trade 
Act corporations are not entitled to the foreign tax credit. Foreign 
income taxes paid by a foreign corporation or by a section 931 or a 
China Trade Act corporation may be claimed as a credit by an ordi- 
nary domestic corporation only if (1) the latter owns ten per cent 
or more of the voting stock of the foreign corporation, or (2) at 
least 50 per cent of the voting stock of the foreign corporation is 
owned by another foreign corporation at least ten per cent of whose 
voting stock is owned by the domestic corporation.” The 85 per cent 
dividends-received deduction is not available to a domestic corpora- 
tion unless the paying corporation is a domestic corporation (other 
than a section 931 or a China Trade Act corporation) or the kind of 
foreign corporation specified in section 245 engaged in trade or busi- 
ness in the United States and deriving at least 50 per cent of its in- 
come therefrom. 

The morass of technical rules, some conferring complete exemp- 
tion from United States tax, some imposing costly penalties, has re- 
quired American businessmen to plan their foreign ventures with 
care and with a steady eye on the anticipated tax result. Typically, 
foreign operations are conducted through wholly-owned foreign sub- 
sidiaries. In some cases, however, it is advantageous to operate 
abroad directly through branches. 

An oil company operating under foreign concessions, for instance, 


60 For additional details of the apposite computations, see United States Income Taxa- 
tion of Private United States Investment in Latin America, ST/ECA/18 (U.N. Dep’t Econ. 
Affairs, 1953). 

61 L.R.C. § 1503(b) (1954). Section 931 corporations and China Trade Act corporations 
are expressly denied the privilege of filing consolidated returns. I.R.C. § 1504(b) (4) and 
(5) (1954). A foreign corporation may not file a consolidated return unless it is within 
the narrow exception of section 1504(d) (1954), covering Canadian and Mexican corpo- 
rations organized solely for the purpose of complying with the laws of such countries with 
respect to title and operation of property. 

62 T.R.C. § 902 (1954). 
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typically required to pay a ‘‘tax’’ to the local government equal to 
about 50 per cent of its income from local oil, which will normally 
qualify for the foreign tax credit,® will be disposed to operate its 
foreign investment directly. For the tax credit will have the effect 
of wiping out all or most of the United States tax on income from the 
investment, and the company will also be entitled to a deductible de- 
pletion allowance, which in many cases would be equal to the maxi- 
mum allowance of 50 per cent of the ‘‘taxable income from the prop- 
erty.’’ * Thus, such an oil company may not be subject to any federal 
income tax in respect of its foreign operations, yet it will have the 
advantage of being able to utilize fully any operating losses incurred 
abroad, and direct ownership may provide some security against ex- 
propriation or other adverse actions by the local government. 

There are no real barriers in the tax law to the formation of for- 
eign subsidiaries. Sections 367 and 1491, which, respectively, deny 
the benefits of the tax-free reorganization and incorporation pro- 
visions * and impose a 27-1/2 per cent excise tax on transfers of 
appreciated stock or securities to a foreign corporation where a prin- 
cipal purpose of the transfer is tax avoidance, limit a domestic cor- 
poration’s freedom of action in establishing foreign subsidiaries. 
But those sections create problems only where appreciated property 
is transferred to the foreign subsidiary, and even in that case the 
recognition of gain to the transferor may not be a prohibitive price 
to pay for anticipated long-run tax advantages. Apparently section 
269 would not be applicable to the formation of a foreign subsidiary, 
at least where the tax advantage sought is merely exemption from 
current income tax liability on foreign income.” 

A foreign subsidiary may be formed to operate directly all over- 
seas activities of the parent; or each of those activities may be oper- 
ated as a separate subsidiary; or a single subsidiary may operate 
some activities through ‘‘grandchild”’ subsidiaries and others 
through branches, as may be most convenient. The most significant 
tax factor in the choice of corporate structure is the effect of the 
form of organization on the foreign tax credit allowable to the do- 
mestic parent, as explained in detail above. 


63 See, e.g., I.T. 4038, 1950-2 Cum. Buti. 54, with respect to the Venezuelan tax on 
income from oil operations. 

64 T.R.C. § 613 (1954). 

65 Section 367 (1954) is applicable to ‘‘exchanges’’ under sections 332, 351, 354, 355, 
356, and 361. Treasury certification of the absence of a tax avoidance purpose is rare. 

66 Cf. I.T. 3757, 1945 Cum. Buu. 200, holding that formation of a Western Hemisphere 
trade corporation subsidiary was not barred by section 129 of the 1939 Code, the prede- 


«cessor of section 269 (1954). 
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In most instances, a foreign holding company to obtain the maxi- 
mum foreign tax credit and maximum flexibility should be incorpo- 
rated in a ‘‘tax haven”’ country that does not tax the foreign income 
of its domestic corporations or dividends or other remittances to a 
foreign parent corporation. Under those circumstances, the advan- 
tages of tax saving and increased flexibility inherent in a holding 
company structure may be obtained free of additional tax. 

Among such ‘‘tax haven’’ countries are Liberia, Panama, Canada, 
and the Netherlands Antilles.” Liberia does not tax the foreign in- 
come of a domestic corporation controlled by non-residents, and it 
does not impose any tax on dividends or other forms of remittances. 
Its currency is the United States dollar. Panama specifically ex- 
empts from its general income tax foreign income and dividends at- 
tributable to such income. Its currency is the balboa, which is equal 
to an American dollar. A Canadian holding company would typically 
qualify as a ‘‘foreign business corporation’’ (the new name of the 
old 4k companies **) under section 71 of the Income Tax Act.® As 
such, the company would be exempt from tax on its earnings, but its 
dividends to the United States parent would be free from the with- 
holding tax only if the company were non-resident, 7.e., managed 
and controlled outside Canada. The Netherlands Antilles imposes a 
tax of 2.4 per cent on dividends and interest received by a domestic 
holding company ; other income, e.g., royalties, is taxable at 24 per 
cent. No tax is imposed on dividends or other remittances by an An- 
tilles company to its parent. 

Canada and the Netherlands Antilles are parties to tax treaties 
with the United States, the primary benefits of which lie in reduced 
United States tax on dividends, interest, and royalties received from 
the United States by an Antilles or Canadian corporation. Dividends 
paid by a wholly-owned United States subsidiary of such a corpora- 
tion are taxable by the United States at only five per cent. 


ach... 
How SuHovuip Forrien Income Br Taxep? 


The foregoing review of the development and present pattern of 
United States taxation of foreign income reveals several fundamen- 


67 The problems of selecting a tax haven and the relevant laws of 13 possible countries 
are reviewed in GIBBONS, TAX FACTORS IN BASING INTERNATIONAL BUSINESS ABROAD 
(1957). 

68 Income War Tax Act § 4(k) (1938). 

69 Income Tax Act, Can. Rev. Stat. Part I, ¢.148 § 71 (1952); CCH Can. Tax Rep. 
#14425. 
































1958] AMERICAN TAXATION OF INCOME EARNED ABROAD 133 


tal principles or assumptions that have contributed to the formation 
of our present tax structure. 

1. Congress has manifested a general desire to derive revenue 
from all income falling within United States jurisdiction to tax, 
whether that jurisdiction be based on source of the income, citizen- 
ship, domicile, or residence. 

2. One announced basic assumption has been that the double taxa- 
tion of foreign income should be eliminated. This assumption seems 
specious but unsound. The fundamental problems are first, what in- 
dividuals and organizations should contribute to the support of the 
state ; and second, how much of a contribution should they be re- 
quired to make? Granted that income is a good yardstick by which 
to measure the contribution, there is no fundamental equitable ob- 
jection to using the yardstick twice. The practical objection really is 
that one or both of the two states are exacting too heavy a toll for 
whatever services they are rendering the taxpayer. If the toll is 
really more than the traffic will bear, then the taxpayer may cease 
his activities there. 

3. Congress has shown halting recognition of the proposition that 
income earned abroad should not be taxed by the United States to 
the same degree as income earned at home. Its recognition has taken 
the form of various complicated special privileges and exemptions. 
Today it appears that many of these exemptions and special pro- 
visions should either be given broader scope or repealed entirely. 

In contemplating a new approach to the taxation of foreign in- 
come, it seems that first a distinction must be made between the taxa- 
tion of the income of individuals and the income of corporations. So 
long as the incomes of individuals are taxed at progressive rates, it 
is important that all the income belonging to the individual, foreign 
as well as domestic, be brought into the account. The proposition is 
especially true of foreign security income. It is well enough to ex- 
empt income earned abroad, for American management will be likely 
to wish to man branches and subsidiaries operating abroad with 
American talent, and our policy is to encourage foreign business. 
The foreign tax credit and the tax treaty probably operate well 
enough to prevent excessive taxation of such persons. 

Corporations are not subject to progressive rates, and it is easy 
and usual for a large corporation to organize subsidiaries to carry 
on the operations abroad. If a domestic corporation is made subject 
to American income tax on foreign earned income, the American 
parent corporation will normally escape the impost by setting up a 
foreign subsidiary to carry on the business. There is an obvious 
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hardship in the case of the American corporation too small to afford 
a foreign subsidiary. There may be hardship to the American cor- 
poration which confronts probable losses in the foreign operation, 
which it needs to be able to apply against its American income. 

Professor Stanley Surrey in his article entitled ‘‘Current Issues 
in the Taxation of Corporate Foreign Investment’’ ” asks the ques- 
tion: why is a foreign earned dollar to be regarded as different from 
a dollar earned at home? One answer to this question is that a 
dollar earned abroad does not receive the same amount of United 
States governmental services as a dollar earned at home. Conse- 
quently, it is reasonable and fair that the dollar earned abroad 
should not have to bear the same tax burden as the one earned at 
home. Whether the foreign dollar is earned by a large corporation 
or a small one is immaterial. Each taxpayer, large or small, is en- 
titled to fair treatment in the determination of its share of the cost 
of governmental services. The tax burden of each such taxpayer 
should bear a reasonable relation to the services received from the 
United States Government. 

Would it be wise, therefore, to free the foreign earned income of 
an American corporation from American income tax? The result 
should be the encouragement of enterprise abroad conducted by 
American corporations. Statutory conditions can be imposed, as 
they are now in the Code in other places, to insure that the exemp- 
tion applies only to trading, not portfolio investment, income. 
Should such a general provision be adopted, the present special ex- 
emptions for China Trade Act corporations, Western Hemisphere 
trade corporations, and corporations operating in the possessions 
could be eliminated. The operation of the foreign tax credit would 
be largely restricted and simplified. Some revenue might be lost,’” 
but probably not much; for most of the possible revenue escapes 
today. 

The primary justification for such a provision is that the United 
States cannot afford the same protection to foreign earned income 
that it does to domestic income. The United States is really not en- 
titled to a full tax from one of its companies operating abroad. More- 


70 See Surrey, supra note 27. Other recent articles which have discussed the policy of 
taxing income from foreign business activities include: Sugarman, Current Issues in Tazxa- 
tion of Business Invested Abroad, 17 Onto St. L. J. 277 (1956) ; Smith, Problems in the 
Taxation of Foreign Income, 10 Nat’, Tax J. 38 (1957); Munsche, The Need for an 
International Business Corporation Concept, 33 TAxEs 487 (1955). A detailed study may 
be found in BARLOW AND WENDER, FOREIGN INVESTMENT AND TAXATION (1955). 

71 See Surrey, supra note 27, at 816. 

72 See Tax Incentives to Investment Abroad, 8 STANFORD L. REV. 77, 93 (1955). 
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over, the United States wants to encourage such activity, and a 52 
per cent tax is anything but an encouragement. 

One effect of such a provision would be to bring the tax law into 
line with our generally announced policy of fostering the develop- 
ment of undeveloped foreign countries. Another effect would be to 
simplify the tax law in the right way—by eliminating complicated 
provisions granting special favors to small groups of taxpayers. 
Finally, such tax revision might even encourage similar activities 
with respect to other complicated parts of the tax law, and if it did, 
the millenium could not be far off. 

















Flags of Refuge for the Shipping 
Industry—Federal Income Tax 


Considerations 
R. PALMER BAKER, JR. 


Te innaieantle support of the United States merchant marine is 
now a matter of established national policy. Growing out of our 
forced reliance on foreign shipping during World War I,’ this policy 
is not likely to change. Abundant evidence can always be found to 
show that vessels under the United States flag do not compete effec- 
tively with vessels of other maritime nations, except under special 
circumstances.’ 

For domestic owners whose vessels must fly the United States flag, 
the vehicle for relief is the Merchant Marine Act of 1936.* The relief 
provided by this statute is fourfold: a construction differential to 
equate the costs of shipbuilding here and abroad; government ab- 
sorption of the cost of building defense features into the vessel; an 
operating differential to compensate for lower operating costs 
abroad; and a tax deferral of earnings which are set aside for vessel 
replacement. To obtain these benefits the shipowner must submit 
both to the regulation of the Maritime Administration and enter into 
the form of industry-wide closing agreement with the Treasury De- 
partment which was formulated some ten years ago.* 

The tax problems of the subsidized lines have been dealt with ef- 
fectively elsewhere.® What this article deals with is the tax subsidy 


R. PALMER BAKER, JR. is a member of the New York Bar and a member of Lord, Day & 
Lord, New York City. 

1 Cf. Merchant Marine Act of 1920, 41 Srar. 988, 46 U.S.C. § 861. 

2 The New York Times of July 29, 1957 thus noted in a story on charter rates that the 
market had ‘‘long ago’’ (but this meant subsequent to the Suez Canal crises) ‘ ‘slipped 
below break-even rates for the United States-flag vessels.’’ Layups were bound to result, 
and two months later there was abundant evidence that this was happening. See Journal of 
Commerce, Oct 2, 1957, p. 13, col. 5. 

8 Merchant Marine Act of 1936, as amended, 68 Stat. 1985, 46 U.S.C. § 1101 (Supp. 
1955). 

4 Closing Agreement of Subsidized Lines with Treasury Department (July, 1947). See 
Fridlund, Tax Problems of the Shipping Industry in SIxtH ANNUAL TULANE TAx INSTI- 
TUTE 744, 767-768 (1957). Mr. Fridlund was Chairman of the Subsidized Lines Tax Com- 
mittee which negotiated the Closing Agreement. 

5 See Fridlund, supra note 4. 
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available to United States investors in the shipping industry under 
foreign flags of refuge or convenience. Since this subsidy encourages 
the use of foreign corporate ownership and foreign registry, its jus- 
tification obviously must be quite different from that of the Merchant 
Marine Act of 1936. 


1. Forricn Fuacs or Reruce orn ConvENIENCE 


The documentation of a freighter under Panamanian flag as com- 
pared to United States registry will save the owners up to two hun- 
dred thousand dollars during the year in labor costs alone.* Other 
flags offer similar advantage and convenience.’ The Liberian Mari- 
time Code, for example, follows that of the United States ; it permits 
ownership under the Liberian flag by foreign individuals or foreign 
corporations ; and the Deputy Commissioner of Maritime Affairs for 
Liberia maintains his office in New York City.* Lower operating 
costs are not the only inducement, however. Also offered by the more 
popular jurisdictions is a refuge from income and profits tax. 


(a) Tae Recrerocat Exemption 


The United States Internal Revenue Code permits a foreign coun- 
try to free vessels under its own flag from United States tax simply 
by according a corresponding exemption to United States citizens 
and corporations.® In the case of other maritime powers, such as the 
United Kingdom, which impose income taxes comparable in form 
and rate to our own, this reciprocal or ‘‘equivalent’’ exemption 
makes sense and probably still is of some importance to international 
commerce and trade. In the case of nations which do not impose an 
income tax or exempt shipping income directly or by definition of 
source, on the other hand, the result is justifiable only in the sense of 
a subsidy. As illustrated at a later point in this article, however, the 


6 Skinner, Many Ships Fly its Flag, Christian Science Monitor, Feb. 23, 1955, p. 9, col. 3, 
cited in Grppons, TAx Factors IN BASING INTERNATIONAL BUSINESS ABROAD 126 n.2 
(1957). 

7 Notably Liberia and Honduras, The attraction lies in labor laws with low standards of 
pay and working conditions, 

8 See GIBBONS, op. cit. supra note 6, at 93. The Liberian Maritime Code and applicable 
Regulations are available at Liberian Services, Inc., correspondent in New York City, New 
York, for the International Trust Co. of Liberia. The office of the Deputy Commissioner 
for Maritime Affairs for Liberia is located at 261 Madison Avenue, New York 16, New 
York. With regard to similar conveniences offered by Panama and Honduras, see Diamond, 
Tax Advantages of Incorporating in Liberia, Panama and Honduras, P-H Tax IDEAS 
{7 8022 (1956). 

9 L.R.C. § 872(a) (1954) as to non-resident alien individuals and I.R.C. § 883(1) (1954) 
as to foreign corporations. 
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foregoing criticism is more theoretical than practical, and the United 
States tax importance of the reciprocal exemption has been greatly 
exaggerated. The reason for this is the liberality of the Code and the 
Treasury in defining the taxable source of shipping income earned 
by non-resident alien individuals and foreign corporations.” 
Consistent with maritime thinking, the statutory exemption fol- 
lows the vessel’s flag rather than the nationality, residence, or cor- 
porate domicile of its owner. Section 872(a)(1) as to non-resident 
alien individuals and section 883(a) as to foreign corporations thus 
provide that there ‘‘shall not be included in gross income’”’ and 


. . Shall be exempt from taxation under this subtitle: 

(1) Ships under foreign flag—Earnings derived from the operation of a 
ship or ships documented under the laws of a foreign country which grants an 
equivalent exemption to citizens of the United States and to corporations or- 
ganized in the United States. 


United States investors can therefore consider such interesting ar- 
rangements as incorporation in one of a number of tax-favoring 
jurisdictions, depending on the business factors involved," and reg- 
istry, for example, under the Liberian flag. At the present time there 
are about thirty-five other nations which qualify under the statute.” 

Under most of the tax treaties, such as that with the United King- 
dom, residence or place of incorporation is an additional test of ex- 
emption.’* In the case of Norway, New Zealand, Germany, and Aus- 
tria, the vessel’s registry is irrelevant.“ The earnings of Japanese 


10 See part ‘‘2’’ infra. 

11 For a discussion of the relevant factors, see GIBBONS, supra note 6, at 34 et seq. 

123 CCH { 4155 (1957) cites rulings which show the following countries as qualifying 
for the ‘‘ equivalent exemption,’’ with the caveat that the laws of such countries may have 
been changed since the applicable rulings were made: Andorra, Argentina, Belgium, Brazil, 
Canada, Chile, Denmark, Dominican Republic, Egypt, Finland, France, Germany, Great 
Britain and Northern Ireland, Greece, Guatemala, Honduras, Iceland, Irish Free State 
(Ireland), Italy, Japan, Liberia, Monaco, Morocco, Netherlands, Nicaragua, Norway, 
Panama, Paraguay, Persia (Iran), St. Lucia, Siam, Straits Settlement (Malaya), Sweden, 
Switzerland, and Uruguay. 

13 CCH Tax TreEatTIES. Australia (Art. V), May 14, 1953, J 401, Belgium (Art. VII), 
Jan. 1, 1953, § 601, Canada (Art. V), Jan. 1, 1941, { 1201, Denmark (Art. V), April 1, 
1948, J 2109, Finland (Art. V), Jan. 1, 1952, J 2701, France (Art. 6), Jan. 1, 1950, J 2811, 
Greece (Art. V), Jan. 1, 1953, 3101, Honduras (Art. VI), Jan. 1, 1957, { 3501, Ireland 
(Art. V), Jan. 1, 1951, J 4101, Italy (Art. V), Jan. 1, 1956, { 4301, Pakistan (Art. V) 
(pending), { 6201, Sweden (Art. IV), Jan. 1, 1940, J 7301, Switzerland (Art. V), Jan. 1, 
1951, J 7401, Union of South Africa (Protocol, Art. I), July 1, 1946, 7901, United King- 
dom (Art. V), July 25, 1946, { 8101. There are separate agreements, made by an exchange 
of notes, and still in force, with Belgium, Canada, Denmark, France, Ireland, and Sweden. 

14 Austria (Art. V), Jan. 1, 1957, | 501, Germany (Art. V), Jan. 1, 1954, { 3001, New 
Zealand (Art. V), Jan. 1, 1951, 5901, Norway (Art. V), Jan. 1, 1951, { 6101. Only the 
Netherlands treaty ((Art. VI), Jan. 1, 1947, { 5801), makes registry the sole test of ex- 
emption. CCH Tax TREATIES. 
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vessels, on the other hand, are exempt if they fly the flag of any na- 
tion granting an equivalent exemption to both the United States and 
Japan.” Since the treaties are designed to minimize or prevent 
double taxation,* they presumably do not limit what may be the 
broader exemption contained in the Code." Careful practice, how- 
ever, calls for compliance with the stricter provision. The Code itself 
provides for the exemption of income to the extent required by 
treaty ** and for the non-application of any Code provision which is 
contrary to treaty obligation in effect on the date of enactment.” 
This language is not entirely reassuring. 

Under the statute and all of the treaties, the income accorded ex- 
emption must be derived from the operation of a ship. This require- 
ment is of particular interest to United States investors new in the 
field, because in most cases the enterprises which they organize 
abroad are in no position to operate their ships directly. Of course, 
the requisite operation may be conducted through an agent or by 
joint venture. Under usual principles of income tax law, the charac- 
ter of the income then carries through to the principal or joint owner, 
and in any event, the statute does not require that the taxpayer be 
the operator. In the usual case, however, the taxpayer’s vessels are 
chartered out. Does the charter hire qualify for exemption? 

The Regulations merely restate the statute,?° and evidently there 
are no published rulings or court decisions. At least some of the 
officials in the Internal Revenue Service, however, informally take 
the position that the exemption in the statute or in a treaty can be 
applied to only one taxpayer or one layer of income with respect to 
a given vessel. Thus the owner and the charterer cannot both bene- 
fit. There are people in the shipping industry who argue that this is 
an unreasonably restrictive point of view, but it is not necessarily at 
odds with the simple statutory purpose of avoiding double taxa- 
tion.”! 

In the case of a bareboat charter, which is simply a demise, with 
the owner bearing none of the expense or responsibility of opera- 


15 Japan (Art. V), Jan. 1, 1955, § 4401. CCH Tax TREATIES. 

16 The treaty preambles commonly refer to the avoidance of double taxation and the pre- 
vention of fiscal evasion. 

17 This exemption is reflected in the exchanges of notes referred to in note 13 supra. The 
fact that a treaty specifically supersedes such an exchange, as in the case of the United 
Kingdom, may be significant in this context. 

18 I.R.C. § 894 (1954). 

19 T.R.C. § 7852(d) (1954). 

20 Reg. Sec. 1.872—2 (1957). 

21 See 8. Rep. No. 275, 67th Cong., 1st Sess. 14 (1921). 
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tion,” the exemption, if limited to one taxpayer, should be accorded 
to the charterer who is in possession, command, and control of the 
vessel and in effect the owner for the period of the charter party. 
This fits the business pattern of the industry. An operating com- 
pany in the freight or tanker trade customarily owns only part of 
the fleet which flies its house flag. 

As for time or voyage charters,”* it appears that the exemption 
should ordinarily fall the other way. The reason for this is that the 
owner remains in operating control of the vessel, pays, and is re- 
sponsible for the crew, supplies, and necessary repairs. Thus, al- 
though the gross income derived from the vessel is fixed in the form 
of charter hire,”* the net or taxable income reflects its actual opera- 
tion. In those cases, at least, where the charterer uses the vessel for 
its own purposes, to carry its own goods, and does not derive freight 
income from the use of the vessel, the purpose of the exemption is 
properly served by according it to the owner. 


(b) Country or INcoRPORATION 


Although the reciprocal exemption in the statute follows only the 
vessel’s flag, the country of corporate organization is of far greater 
importance from the investor’s point of view. First of all, foreign 
incorporation is essential for purposes of the United States tax. 
Next, selection of the foreign country is equally important because 
in most cases no sensible United States investor would, for example, 
subject his corporation to United Kingdom income tax in order to 


22 See Poor, CHARTER PARTIES AND OCEAN BILLS OF LADING 29, 28 (3d ed. 1948). 

23 Id. at 4 et seq. As in the case of bareboat charter, a time charter is for a fixed period 
of time, and the hire is computed at an agreed rate for each deadweight ton per month of 
the vessel’s total deadweight capacity. However, unlike a bareboat charter, the owner de- 
livers the vessel to a charterer with a crew and pays the crew’s wages. The owner is also 
obligated to pay the expenses of the vessel’s repairs and upkeep during the period of the 
charter and, in addition, such expenses as provisions, wages, consular fees, shipping and 
discharging fees of the crew, insurance, and cabin and engine room stores. The charterer 
pays such expenses as fuel, port charges, agencies, commissions, consular charges not re- 
lating to crew, loading and trimming of cargo, and under most circumstances has full con- 
trol over the operation of the vessel. The terms of a voyage charter are similar, except that 
the period of the charter is fixed by the duration of the specified voyage. 

24 Cf. the definition of charter revenue in Regulations Affecting Subsidized Vessels and 
Operators pursuant to Merchant Marine Act of 1936, 49 Srat. 1987, as amended, 46 U.S.C. 
§ 1114(b), 46 C.F.R. § 282.620 (1953). The charter revenue account is to ‘‘ include revenue 
from contracts for the charter of vessels to others when the amount receivable for charter 
is not directly related to and dependent upon the commodities and volume transported, 
such as bareboat and time form charters. The compensation is usually based upon daily 
or monthly hire of the vessel.’’ Under section 286.3 of the Regulations, net earnings for 
subsidy purposes include charter revenue in gross income as well as ‘‘revenue earned from 
the carriage of cargo, passengers, and mail... .’’ 
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obtain the advantages which may otherwise result from flying the I 
British ensign. ( 
The most used flags of refuge and convenience are those of coun- ( 


tries which offer a further refuge from income and profits taxes to 
investors who incorporate under their local laws. Panama and 
Liberia are the most common examples. The tax laws of these juris- 
dictions are not the subject of this article, but some reference to their 
pattern is necessary. Thus, the Liberian income tax” applies gener- 

ally to foreign corporations only with respect to net income derived 
from operations within Liberia, with earnings from the opera- 
tion of vessels being fully exempt; foreign-owned Liberian corpo- 
rations are also generally exempt as to income from sources outside 
Liberia and specifically exempt as to income from the operation of 
vessels registered in Liberia and not engaged exclusively in the 
coastal trade. The Panamanian pattern,” which is simpler, produces 1 
the same kind of result. Regardless of the place of incorporation, 
including Panama, only income earned within Panama is subject to ( 
tax, and the income from ships in international trade is specifically 
exempt. Other countries offering a similar tax refuge appear to be 
less attractive to the maritime trade from other points of view. 
Honduras” is attractive as a country of registry, but its desira- 
bility as a place of incorporation is less clear. The Honduran in- 
come tax is of recent origin and icici the United States income tax . 
in its major outlines. | 


a tom tom 2 cole ce 


tate 


2. Tue TaxasLE Source or Surepina IncomeE 


The problems next presented relate to the taxing jurisdiction of 
the United States. They involve the source of taxable income and 
the determination of residence, and they are examined solely from 
the corporate point of view.** The reason for this approach is that 
the shipping business, to facilitate investment and limit liability, is , 
normally conducted in corporate form. The joint venture is some- 
times used, but in such cases perplexing tax and organizational diffi- 
culties are involved. For mortgage loan reasons, continuity of life | 
for the enterprise, regardless of death or other change of owner- } 
ship, is essential. For operational reasons, centralization of manage- | : 








25 The text of the Liberian Internal Revenue Code may be obtained from Liberian Serv- 
ices, Inc. For a useful summary, see GIBBONS, op. cit. supra note 6, at 89 et seq. 
26 GIBBONS, supra note 6, at 126 et seq., also contains a description of the Fiscal Code 
of Panama. 
27 See Diamond, supra note 8, at J 8561. ( 
28 For the ‘‘tax terrain which foreigners must tread’’ in general, see Allan and Coggan, 
Aliens and the Federal Income Taz, 5 Tax L. REv. 253 (1950). 
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ment is also generally required. It is therefore difficult to avoid in- 
come tax characterization of the enterprise as an association or 
corporation.”® 

For purposes of income tax, foreign corporations are divided by 
the statute into two classes, namely, non-resident foreign corpora- 
tions and resident foreign corporations. A foreign corporation, 
whether resident or non-resident, is taxable only on income derived 
from sources within the United States.* In the case of non-resident 
foreign corporations, the tax applies only to amounts received as 
‘*fixed or determinable annual or periodical gains, profits and 
income. .. .’’ 3 


(a) Sources WirHin THE UNITED StaTEs 


The sources of income for purposes of the income tax are speci- 
fied in sections 861 to 864 of the Code, inclusive. The gross income 
from United States sources consists of the specific items listed un- 
der section 861(a), plus such other amounts as may be allocated or 
apportioned to the United States by the Regulations pursuant to 
section 863(a). Among the items specified by section 861(a) are 
rentals or royalties from property located in the United States or 
from any interest in such property. The converse of section 861(a) 
is section 862(a). It treats rentals or royalties from property located 
without the United States as income from sources without the United 


States.** 

Section 863(b) relates specifically to the otherwise unitemized 
kinds of gross income which are derived from sources partly within 
and partly without the United States.** It applies by its terms to the 


29 See I.R.C. § 7701(a) (3) (1954) ; Reg. 118, Sec. 39.3797-1-6. 

30 Reg. Sec. 1.881-1(b) (1957). 

81 I.R.C. § 881(a) (1954) ; Reg. Sec. 1.881-2 (1957). 

32 See Reg. Secs. 1.861-1 to 1.861-8, inclusive (1957). The specific items of United States 
source income consist of interest with certain exceptions, dividends from most domestic cor- 
porations and some foreign corporations, compensation for personal services performed 
within the United States but with some exceptions, gain on the sale of real property located 
in the United States, gain on sales of personal property within the United States, and 
‘‘Rentals or royalties from property located in the United States or from any interest in 
such property, including rentals or royalties for the use or for the privilege of using in 
the United States patents, copyrights, secret processes and formulas, good will, trade- 
marks, trade brands, franchises, and other like property.’’ 

33 Reg. Sec. 1.862-1 (1957). 

84 Section 863(a) (1954) provides that the items of gross income other than those speci- 
fied in sections 861(a) and 862(a) shall be allocated or apportioned to sources within or 
without the United States as prescribed by the Regulations. See Reg. Sec. 1.863—1 (1957), 
containing a specific reference to natural resources. Section 863(b) (1954) then provides 
an alternative method of allocation or apportionment, specifically applicable to gains, 
profits, and income from the transportation or other services rendered partly within and 
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gains, profits, and income from transportation or other services 
rendered partly within and partly without the United States.** Ob- 
viously it applies to any foreign corporation which operates its own 
or chartered vessels in and out of United States ports and which does 
not qualify for complete exemption under the statute or by treaty. 
Obviously, also, it depends on the Regulations for its effectiveness. 

The original rule of allocation laid down by the Treasury was 
logical but devastating. The revenue on all voyages outbound from 
the United States was considered to have a United States source.** 
In the absence of a tax credit under the laws of the taxpayer’s cor- 
porate domicile, therefore, double taxation could be a serious mat- 
ter.” At any rate, the Treasury was led to abandon the rule about 
the time of enactment of the reciprocal exemption.* 

The present rule * was adopted by the Treasury in 1922.*° It is as 
fair as it is complicated and, combined with the foreign tax credit 
provisions of United States tax law *4 and comparable provisions 
abroad,* leaves the need for the reciprocal exemption in consider- 
able doubt. The net income from shipping operations and the allo- 
cable general expenses of the taxpayer are apportioned on the basis 
of relative costs or expenses incurred within and without the United 
States and a reasonable return on the investment within and with- 
out the United States. Specifically, the net shipping income is multi- 
plied by a fraction, the numerator of which is the sum of the United 
States expenses plus, normally, an eight per cent return on the de- 
preciated cost of the ships employed within the United States, and 
the denominator of which is the sum of the total expenses plus an 
eight per cent return on the total depreciated cost of the ships. The 
United States expenses are determined by taking the same propor- 
tion of the voyage expenses (principally ship wages, insurance, and 


partly without the United States, as well as from the sale of personal property produced in 
whole or part by the taxpayer within and sold without the United States, or produced in 
whole or part by the taxpayer without and sold within the United States. See generally 
Reg. See. 1.863—2 (1957). 

35 T.R.C. § 863(b) (1) (1954). 

36 T.D. 3111, 4 Cum. Butt. 280 (1921). 

37 For an interesting and skeptical discussion of the double taxation problem, see Surrey, 
Current Issues in the Taxation of Corporate Foreign Investment, 56 CoLuM. L. REv. 815, 
819 (1956). 

38 Cf. Revenue Act of 1921, Sec. 213(b)(8); S. Rep. 275, 67th Cong., Ist Sess. 14 
(1921); H.R. Ker. 486, 67th Cong., Ist Sess. 22 (1921). 

39 Reg. See. 1.863—4 (1957). 

40 T.D. 3387, I-2 Cum. Bun. 153 (1922). 

41 T.R.C. § 901-05 (1954). 

42 Z.g. the United Kingdom. See Brudno and Bower, Taxation in the United Kingdom 
in HARVARD LAW SCHOOL INTERNATIONAL PROGRAM IN TAXATION 328-337 (1957). 
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supplies) which the number of days the particular ship was within 
the territorial limits of the United States bears to the total number 
of days on the voyage, and by prorating the cost of fuel consumption 
on a mileage basis. The cost of the ships employed within the United 
States is prorated on the basis of time. 

Because of the complete reciprocal exemption accorded to vessels 
flying the flags of the principal maritime powers, the foregoing 
method of allocation is not of much practical interest to the taxpayer 
which operates its vessels. In any event, approximately the same 
result is normally reached by allocation on a straight time basis as 
prescribed for purposes of the New York State franchise tax.** One 
authority thus estimates, for example, that the United States allo- 
cation percentage for a North Atlantic return voyage under the fed- 
eral formula will run from ten per cent to twelve per cent.** The 
simpler New York formula produces virtually the same result. 

Since the reciprocal exemption is probably not applicable to bare- 
boat charter hire *° and in some cases, at least, may not apply to the 
revenue from time or voyage charters,** the allocation of source in 
these cases is crucial. The detailed rules discussed above with respect 
to transportation services do not apply, since charter hire is charac- 
terized as rents for the purpose of the statute,‘” and ‘‘rentals or 
royalties from property located in the United States or from any 
interest in such property’’ are among the specific items assigned by 
the Code to this country. Again, however, there has to be an alloca- 
tion of the total charter hire earned, and this can be based only on 
the time during which the vessel is within United States territorial 
waters. This is virtually the same result, of course, as would be pro- 
duced under the Regulations with respect to transportation services. 
Regardless of whether the vessel is bareboat, time, or voyage char- 
tered, the allocation of expenses and of the eight per cent return to 
the United States would be on the basis of time alone, since in none 
of these cases does the owner provide the fuel. 

Any more favorable basis of allocating charter hire than the above 
does not appear justified. The word ‘‘located’’ with respect to a 
vessel is not used by the statute in the sense of legal situs but refers 


43 N.Y. Tax Law e. 60, § 183 (final para.). Corporations ‘‘exclusively’’ engaged in the 
‘foperation’’ of vessels in foreign commerce are exempt. Jd. § 4.11. The Tax Commission 
decides on a case-to-case basis whether a corporation’s New York activities are sufficiently 
connected with ship operation to preserve the exemption. 

44 Fridlund, supra note 4, at 747. 

45 See discussion pp. 140-141 supra. 

46 See discussion p. 141 supra. 

47 See discussion p. 164 infra. 
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to the place of its business use.** Moreover, a claim of complete ex- 
emption by reference to foreign legal situs holds the threat of a 
boomerang where the country of incorporation, like Panama and 
Liberia, imposes a tax on income having its source therein.*® 


(b) Frxep on DetermMrinaB_Le Nature or Sarppine Income 


One of the most perplexing questions in this field is whether in- 
come from the operation of ships, to the extent that its source is 
within the United States, is of the ‘‘ fixed or determinable annual or 
periodical’’ nature which makes it taxable at a flat rate to the non- 
resident foreign corporation © and renders the tax subject to with- 
holding at the source by the payor." In those cases where the oper- 
ator is a public carrier, with respect either to passengers or freight, 
withholding would not be possible as a practical matter, and it could 
not seriously be contended that this requirement applies. The in- 
come would be similar in this respect to the income derived from 
sales of real or personal property in the United States.” In addition, 
the freight or passenger moneys do not fit the Treasury’s view that 
income is ‘‘fixed’’ when the amounts to be paid are definitely pre- 
determined, and ‘‘determinable’’ where there is a basis of calcula- 
tion by which the amount to be paid may be ascertained. 

Where the operator is a contract carrier, on the other hand, trans- 
porting oil, gasoline, or bulk cargo under long-term arrangements 
with United States producers, the rule may well be different. The 
Regulations under the 1939 Code had buried this concern by pro- 
viding that a non-resident foreign corporation ‘‘is not required to 
include in gross income such income from the United States as is 
derived from the operation of a ship or aircraft, whether or not the 
foreign country under the laws of which such ships are documented 
or aircraft registered meets the equivalent exemption requirements 
of the statute.’’ * This statement does not appear in the Regulations 
under the 1954 Code, however, and the omission presumably was not 
inadvertent. A basis for applying the tax is found in cases like P. D. 
Bowlen,® which held that payments from the production of oil in 


48 Reg. Sec. 1.861-5 (1957) ; O.D. 651, 3 Cum. BuLL. 265 (1920) ; I.T. 2039, III-1 Cum. 
Buti. 226 (1924). 

49 See discussion p. 142 supra. 

50 I.R.C. § 881(a) (1954). 

51 I.R.C. §§ 1441 and 1442 (1954). 

52 Reg. Sec. 1.1441-2 (1956) ; O.D. 384, 2 Cum. Buu. 212 (1920). 

53 Reg. Sec. 1.1441-2(a) (1956). 

54 Reg. 118, Sec. 39.231-3. There has been no change in the statutory language. Cf. I.R.C. 
§ 231(d) (1939). 

554 T.C. 486 (1944). 
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Texas made to a non-resident alien individual not engaged in trade 
or business in the United States, were fixed or determinable income 
and subject to withholding. 

Charter hire is certainly fixed and determinable periodical in- 
come, although a contrary argument has been made in cases where 
the vessel is not chartered for use on a regular basis between the 
United States and foreign ports. In practice, also, the Internal 
Revenue Service may apply a de minimis rule, although very likely 
only in the withholding situation. The obstacle to argument by the 
taxpayer, however, is that charter hire is rental income ™ and thus 
itemized as the kind of income which, with other types of fixed or 
determinable annual or periodical gains, profits, and income, is tax- 
able ** and subject to withholding ® in the case of a non-resident 
foreign corporation. 


3. OPERATIONS WITHIN THE UniITED StaTES—PROBLEMS OF RESIDENCE 


For purposes of the income tax, a foreign corporation is any cor- 
poration which is organized outside of the United States under the 
laws of a jurisdiction other than the United States or a state or ter- 
ritory thereof.® The United States-owned foreign shipping corpo- 
rations which have proliferated since World War IT generally have 
avoided or tried to avoid resident status. The success, and wisdom, 
of these efforts, however, is sometimes doubtful. 


(a) Wuat Constitutes ‘‘ ResIDENCE”’ 


As stated by the Regulations,® alien individuals who acquire 
United States residence are taxable, in general, the same as citizens 
of the United States, that is, a resident alien is taxable on income 
derived from all sources whatsoever, whereas non-resident aliens 
are taxable only on income from sources within the United States. 
In the latter case, the alien’s United States source income is taxed 
substantially like that of a citizen or resident if he is ‘‘engaged in 
trade or business within the United States.’’ © 


56 Under section 454(f) of the 1939 Code, also, corporations were exempt from the 
World War II excess profits tax if 95 per cent of gross income was from sources without 
the United States for three years and 50 per cent or more of the income was from the active 
conduct of a trade or business. 

57 See discussion pp. 164-165 infra. 

58 T.R.C. § 881(a) (1954). 

59 T.R.C. §§ 1441 and 1442 (1954). 

60 I.R.C. § 7701(a) (1954) ; see Reg. Sec. 1.881-1 (1957). 

61 Reg. Sec. 1.871—1 (1957). 

62 I.R.C. § 871(c) (1954). 
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In the case of foreign corporations, there is no comparable test 
of residence, since in no event is the income of a foreign corporation 
subject to United States tax if not derived from sources within the 
United States. What the Code does provide, as in the case of non- 
resident alien individuals, is that a foreign corporation shall, in 
general, be taxed in the same manner as a domestic corporation on 
its United States source income, if it is ‘‘engaged in trade or busi- 
ness within the United States.’’ ® 

Whereas the term ‘‘residence’’ has been well defined by the Regu- 
lations,™ the meaning of ‘‘engaged in trade or business within the 
United States’’ has been largely left for the courts to decide.® It is 
interesting that there have been so few decisions involving the ship- 
ping industry. No doubt the availability of the reciprocal exemption 
has eliminated the issue in most cases. The issue is bound to arise in 
the future, however, because of the popularity among United States 
investors of foreign corporate ownership of vessels which are char- 
tered out instead of directly operated. 

A common carrier will be hard-pressed to deny its conduct of 
trade or business within the United States if any of its vessels regu- 
larly call at United States ports. If the carrier is in the passenger 
trade, it probably maintains a United States office ; this is an impor- 
tant evidentiary factor, although it has not been controlling since 
the Revenue Act of 1942. If the carrier also regularly solicits 
freight or passenger traffic here: through its own employees, that 
factor will almost certainly be determinative. Under these circum- 
stances, in fact, the carrier probably has a ‘‘ permanent establish- 
ment’’ here within the meaning of the tax treaties. The status of a 
freight carrier acting through agents, on the other hand, may be 
less certain. 

A foreign corporation whose vessels are under long-term bareboat 
charter is not much more than a holding company, and it can engage 
in this type of trade or business wherever convenient. In the case of 
a non-resident alien individual, the passive ownership even of 
income-producing real estate within the United States has been held 


63 I.R.C. § 882 (1954). 

64 Reg. Sec. 1.871-2(b) (1957). 

65 Cf. Reg. Secs. 1.871—-8 and 1.882—1 (1957). 

66 See Allan and Coggan, supra note 28, at 293. 

67 T.D. 3111, 4 Cum. Buu. 280 (1921). Cf. Cantrell & Cochrane, Ltd., 19 B.T.A. 16 
(1930) ; see Allan and Coggan, supra note 28, at 294, 295. 

68 See e.g., Reg. Sec. 7.515, T.D. 5569, 1947-2 Cum. Buu. 100, 110, under the United 
Kingdom treaty. The mere presence of salesmen in the United States does not of itself 
create a permanent establishment here. However, it appears that a permanent establishment 
does exist where the salesmen are attached to a United States office. 
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not to constitute the conduct of a trade or business.” On this analogy, 
it may be argued that the foreign shipowner cannot become engaged 
in trade or business within the United States under any circum- 
stances. The analogy, however, is not accurate. The individual nor- 
mally holds real estate merely as an incidental investment.” That is 
not true of the typical ship-owning corporation, and if all its activi- 
ties are conducted in the United States, the business is certainly con- 
ducted here. The general rule is that a corporation is not doing busi- 
ness when it conducts such internal activities as keeping its books 
of account and holding its directors meetings,” but it is doubtful 
that this rule applies to a holding company which does not have a 
business office elsewhere.”? The important decisions are not many 
and normally will be made by the board of directors. If they are made 
in the United States, it is hard to conclude that the corporation is 
not doing business in the United States.”* Similarly, if all basic de- 
cisions are made by the directors outside of the United States, the 
reverse will be true.” 

If the corporation time-charters or voyage-charters its vessels, it 
runs into operating problems which make the place of its trade or 
business harder to control. Typically, a ship’s agent is employed in 
the United States to handle the vessels for the corporation’s account. 
The agency may also extend to the solicitation and fixing of charter 
parties. If so, the relationship will probably characterize the corpo- 
ration as engaged in trade or business in the United States, unless 
all decisions of importance are in fact made abroad.” As a practical 
matter, this is not possible without bona fide foreign management. 
The analogy here is to the non-resident alien individual who actively 
operates real estate in this country through a managing agent. Such 
an agent is actively engaged in ‘‘executing lease and renting the 
properties, collecting the rents, keeping the books of account, super- 
vising any necessary repairs to the properties, paying taxes and 
mortgage interest, insuring the properties. . . .,’? and the like.”* A 
ship’s agent does the same kind of thing. 


69 Evelyn M. L. Neill, 46 B.T.A. 197 (1942). 

70 Cf. Elizabeth L. M. Barbour, 3 TCM 216 (1944); Chang Hsiao Liang, 23 T.C. 1040 
(1955). 

71 See Scottish American Investment Co., Ltd., 12 T.C. 49 (1949). 

72 Cf. Continental Trading, Inc., 16 TCM 724 (1957). 

73 Cf. Rev. Rul. 282, 1955-1 Cum. BuLL. 634, involving the discretionary authority vested 
in the United States agent of a Canadian investment company. 

74 Cf. Rev. Rul, 182, 1955-1 Cum. BULL. 77, where investment discretion and control were 
retained in Canada. 

75 Cf. G.C.M. 21219, 1939-1 Cum. BULL. 201. 

76 See Jan Casimir Lewenhaupt, 20 T.C. 151, 163 (1953) ; I.T. 3233, 1938-2 Cum. BULL. 
192. 
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It seems plain enough that activities in the United States in re- 
gard to promoting and organizing a foreign corporation will not 
characterize the corporation as engaged in trade or business in this 
country.” The same is true of ship construction and financing ar- 
rangements.”* For federal income purposes, also, the Tax Court has 
recently held in two cases that the mere taking out of a license to do 
business in one of the states will not result in trade or business 
status.” This decision, plainly enough correct, is reassuring in cases 
where the Maritime Administrator, before approving transfer of 
vessels under the United States flag to foreign ownership and/or 
registry, now requires the appointment by the foreign transferee of 
a resident agent in the United States to receive and accept service of 
process or other notice in actions or proceedings instituted by the 
United States arising out of the approved transaction.® This kind of 
appointment or designation should not have much significance for 
purposes of the federal income tax, although it may be another ‘‘do- 
ing business’’ factor for state franchise tax purposes. 


(b) Rexattve ADVANTAGES AND DisaDvANTAGES OF ‘‘ ResipeNnt’’ Status 


Analytically, for purposes of the federal ** income tax, a foreign 
ship-owning corporation will almost always benefit from acquiring 
United States residence, i.e., by openly engaging in its trade or busi- 
ness in the United States, if that is possible. This statement is made 
with full recognition of the fact that in most cases foreign ship- 
owners have tried to avoid such a result like the plague. For reasons 
which may have made sense from a non-tax point of view, but some- 
times merely because of a tax-avoidance neurosis, even the filing of 
returns disclosing no tax has been repugnant.* It is true, of course, 
that the Internal Revenue Service generally does not assert jurisdic- 
tion to examine the records of non-resident foreign corporations.® 
The immunity of such corporations, however, is not very permanent 


77 Rey. Rul. 182, 1955-1 Cum. Buu. 77. The same rule generally applies for state fran- 
chise tax purposes. 

78 Jorge Pasquel, 12 TCM 1431 (1953). 

79 Consolidated Premium Iron Ores, Limited, 28 T.C. 127 (1957) ; Continental Trading, 
Ine., 16 TCM 724 (1957). 

80 See 21 Fep. Rea. 8588 (1956), as amended, 22 Fep. Rea. 4298 (1957). 

81 As a practical matter, the state franchise tax situation must be considered also. Cf. 
note 43 supra. An operating company which does no local business in New York would be 
exempt from franchise tax both by statute and under the commerce clause of the Federal 
Constitution. However, the Tax Commission does not extend this exemption to non- 
operating shipowners. 

82 Cf. I.R.C. § 7213 (1954) regarding unauthorized disclosure of information. 

83 Cf. I.R.C. § 7602 (1954) ; Matter of Daniels, 140 F.Supp. 322 (D.C.N.Y. 1956). 
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as a practical matter in cases of close ownership by United States 
citizens. In addition, records may have to be built up in the United 
States because of the entry of institutional investors and, indeed, the 
Maritime Administrator, into the foreign shipping field.** Thus 
practically, as well as analytically, the old attitudes are no longer 
tenable. 

In the absence of contrary treaty provisions and under the more 
popular flags of refuge,® non-resident foreign corporations are li- 
able to a flat tax of 30 per cent upon their gross fixed or determinable 
annual or periodical income from sources within the United States.** 
Since even operating income may be taxed under this scheme in some 
cases,*’ let alone charter hire of whatever type,®* it is apparent that 
non-residence is desirable in the shipping industry only, as a general 
matter, when it is necessary to sell a vessel in the United States. 
Isolated transactions of this sort do not represent the conduct of a 
trade or business, and the resulting profits are not fixed or determin- 
able.*®® 

The principal advantage of trade or business status in this country 
is that the operating income or charter hire, which would otherwise 
be taxable at 30 per cent upon the gross amount, is taxed only to the 
extent of net income, as in the case of a domestic corporation.” To 
the shipowner this result is of enormous benefit, due to the deprecia- 
tion allowance. This allowance is available to a foreign corporation™ 
provided a return is filed.* It is of particular benefit in the shipping 
industry, as in the case of real estate, because of the pattern of mort- 
gage financing and the rule in the Crane case * which includes the 
mortgage money in basis. In common situations involving vessels in 
the foreign trade which touch with regularity at United States ports, 
calculation will generally show a nominal tax in the case of residence 
and a material tax in the case of non-residence. 

For a newly organized foreign corporation, the immediate choice 


84 Supra note 80. 

85 The United States does not have tax treaties with Panama or Liberia. The treaty with 
Honduras, effective as of January 1, 1957, does not affect the applicable rate. 

86 T.R.C. § 881(a) (1954). 

8? See discussion pp. 146 et seq. supra. 

88 Ibid. 

89 European Naval Stores Co., 11 T.C. 127 (1948) ; Reg. Sec. 1.1441-2(a) (1956). 

90 I.R.C. § 882 (1954) ; Reg. Sec. 1.882—1 (1957). 

91 G.C.M. 6601, VIII-2 Cum. Buu. 322 (1929). 

92 I.R.C. § 882(c) (1) (1954) ; Reg. Sec. 1.882-4(b) (1957). It appears that the return 
may be filed late, provided it is filed before the Commissioner files a return on behalf of the 
taxpayer. See, e.g., Blenheim Co., Ltd. v. Comm’r, 125 F.2d 906 (4th Cir. 1942). 

98 Crane v. Comm’r, 331 U.S. 1 (1947). 
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of trade or business status in this country has another advantage, 
directly related to the depreciation allowance. Assume that the cor- 
poration is organized to build and then charter or operate a new ves- 
sel. Most of the construction costs and expenses are of a capital na- 
ture and will become part of the depreciable basis. These will 
inelude the expenses of insurance on the hull, legal fees in connection 
with construction, supervision of construction and launching, sea 
trial expenses, and the like. The fee for registration of the vessel 
under the flag of refuge is a capital expenditure also, except that it 
may be characterized as a currently deductible tax. The major item 
of expense prior to delivery of the ship, however, is normally the 
interest on the construction loan, paid both on a current basis and as 
a commitment fee. If this item is deductible on a current basis, it will 
be of no avail to a non-resident corporation, and in the case of a resi- 
dent it may or may not be available as a net operating loss carry- 
over.*® Consideration should therefore be given to capitalizing this 
expense under section 266 of the Code. 

The statutory provision in question permits the capitalization of 
such carrying charges as interest during the period of construction, 
subject to the taxpayer electing capitalization as provided in the 
Regulations. Under the Regulations this election must be made by 
filing a statement with the ‘‘original return,’’ *’ and the courts have 
held that unless this is done the expenses must be deducted, if at all, 
on a current basis. Thus, in a recent case ® it was held that interest 
and insurance expenses connected with an incomplete cargo vessel 
incurred during the years 1946 through 1950 could not be capitalized, 
since the taxpayer had failed to make the election under the same 
provision of the 1939 Code.” The further question, suggested but not 
answered by the Regulations and this line of cases, is whether the 
‘‘original return’’ on which the election must be made has to be the 
return for the year in which the expense is incurred. If so, a foreign 


94 Reg. Sec. 1.167(f) (1) (1954) ; Reg. 118, See. 39(b)(1)-1(b) ; ef. G.C.M. 9357, XI 
Cum. BULL. 385 (1931). 

95 The Liberian registration and administration fee is imposed under the Maritime 
Code rather than the Internal Revenue Code. 

96 The difficulty here is that in computing the taxable income of a resident foreign cor- 
poration, the deductions otherwise allowable shall be allowed only if and to the extent that 
they are connected with income from sources within the United States. See Reg. Sec. 1.882- 
3(b) (2) (1957). No income is earned by the vessel, of course, for the year or years to 
which the ship construction interest payments relate. 

97 Reg. 118, Sec. 39.24(a)-6. 

98 Gulf Atlantic Transportation Co. v. United States, 56-2 U.S.T.C. { 10,052 (1956). 

99 L.R.C. § 24(b) (1939). 
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corporation would be deprived of the benefit of capitalization if it 
were non-resident and hence not required to file a return for the year 
in which the interest was paid or accrued,’ even though it acquired 
the necessary trade or business status and filed returns for later 
years. 

All in all,’ it is apparent that only the likelihood of ship sales in 
the United States offers a sound tax reason for avoiding United 
States corporate residence. Here the rule of the statute is that gains, 
profits, and income derived from the purchase and sale of personal 
property shall be treated as derived entirely from the country in 
which the property is sold." The latest Regulations confirm the rule 
of ten years’ standing that the sale shall be deemed to have occurred 
at the time when, and the place where, the right, title, and interest of 
the seller in the property are transferred to the buyer.’ Generally 
this depends upon the intention of the parties, as it does for commer- 
cial law purposes, and this intention is to be ascertained by examin- 
ing all the circumstances of the sale. Substance rather than form is 
controlling, and where bare legal title is retained by the seller, the 
sale is deemed to take place when beneficial ownership passes. 

In their final form the Regulations continue the old caveat that ‘‘in 
any case in which the sales transaction is arranged in a particular 
manner for the primary purpose of tax avoidance, the foregoing 
rules will not apply.’’ ?* This warning had been omitted from the 
Regulations as originally proposed. It appeared that in this area, as 
elsewhere, the Treasury had recognized that the taxpayer is free to 
arrange its affairs so as to produce the minimum tax. By stressing 
the test of substance, the Proposed Regulations appeared merely to 
state that taxpayers cannot successfully pass title at one point but 
provide in the documents that it shall pass at another. 

Restoration of the warning against tax avoidance revives all the 


100 The fact that a taxpayer keeps its books on the basis of capitalizing carrying charges 
does not entitle it to add these expenses to its basis for depreciation unless the election is 
properly made. Gulf Atlantic Transportation Co. v. United States, supra note 98. 

101 Particularly attractive is the availability of the 85 per cent dividends received deduc- 
tion to foreign corporations engaged in trade or business within the United States. See Reg. 
See. 1.882-3(b) (3) (1957); and cf. Continental Trading, Inc., 16 TCM 724 (1957). Con- 
versely, the personal holding company and accumulated earnings taxes are equally appli- 
cable to resident and non-resident foreign corporations. See Reg. Sec. 1.881—1(e) (1957). 

102 T.R.C. § 861(a) (6) (1954). 

108 Reg. Sec. 1.861-7 (1957) ; see G.C.M. 25131, 1947-2 Cum. BULL. 85, which acquiesced 
in East Coast Oil Co., S.A., 31 B.T.A. 558 (1934), aff’d, 85 F.2d 322 (5th Cir. 1936), cert. 
denied, 299 U.S. 608 (1936). See Balanovski v. United States, 236 F.2d 298 (2d Cir. 1956), 
reversing 131 F.Supp. 898 (D.C.N.Y. 1955), cert. denied, 335 U.S. 968 (1957). 

104 See G.C.M. 25131, supra note 103, at 86. 
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old perplexities. The sale is still to be treated as having been con- 
summated at the place where the ‘‘substance’’ of the sale occurred, 
but the ‘‘substance’’ for tax purposes may not be the same as it is 
for purposes of commercial law. Taxpayers are still warned to con- 
sider ‘‘all factors of the transaction, such as negotiations, the execu- 
tion of the agreement, the location of the property, and the place of 
payment.’’ 

In so far as ship sales are concerned, the foregoing perplexities 
can happily be kept to a minimum. Normally it is possible to com- 
plete execution of the agreement outside the United States ; payment 
can be made outside the United States; and the vessel, normally out- 
side the United States in any event, can be transferred while located 
beyond the territorial limits. Only the sales negotiations need cus- 
tomarily be conducted in this country, and in an occasional trans- 
action the place of negotiation is not necessarily an important fac- 
tor. This is particularly the case where the sale is to be made to 
another foreign corporation. 

All things considered, it appears that a ship sale (unlike, perhaps, 
continued sales of goods) can be arranged so as to make the sub- 
stance of the sale perfectly clear under the Regulations in final form 
as well as those proposed. Since the advent of the New York City 
sales tax, it has been customary for the parties in that locality both 
to pass the bill of sale and other documents across the river in New 
Jersey and to have the ship physically across the New York line 
when it is delivered to the buyer.’® Under these circumstances, the 
substance of the sale has never been regarded as taking place in New 
York. Similarly, there appears to be no United States tax liability 
under the final Regulations if the resident corporate seller makes 
the same kind of arrangements outside the United States. In practice 
this is generally done anyway, since the shipowner claiming non- 
resident status does not often have any real confidence that this 
status will be confirmed if it is examined by the Service. 

A foreign corporation which has been in the shipping business for 
a number of years may have tax skeletons in its cupboard which 
would make the filing of returns unpalatable at this juncture in its 
affairs. Any new taxpayer, on the other hand, should consider the 
security to be derived from the filing of returns. This security may 
be particularly rewarding under the 1954 Code, since in due course 
the statute of limitations will run against personal holding company 
liability as well as the income tax.’ 


105 See Reg. Art. 70(3), 4 CCH N.Y. Stare Tax Rep. J 160-103 (1956). 
106 The statutory period is six years, provided the regular corporate return was filed. 


LR.C. § 6501(f) (1954). 
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4, FINANCING AND DistRIBUTION PRoBLEMS 


In the abstract, the tax problems attendant upon organizing and 
financing a foreign shipping corporation or distributing its profits 
are not unique. The business considerations involved, however, do 
bring certain of these problems into a special focus. 


(a) Sar TRansFers 


The principal problem is raised by section 367 of the Code and is 
brought into focus by current policies of the Maritime Administra- 
tion. This section of the Code affects any controlling stockholder 
group which transfers appreciated property to a foreign corpora- 
tion in exchange for stock. In the case of a domestic corporation, this 
kind of transfer will normally be free of tax under section 351 of the 
Code. In the case of a foreign corporation, on the other hand, the 
gain will be recognized unless, as specified by section 367, it has been 
established in advance of the transaction to the satisfaction of the 
Commissioner that avoidance of income tax is not a principal pur- 
pose." 

If the approval of the Commissioner has not been obtained as re- 
quired by section 367, the resulting recognition of gain will normally 
be taxed as capital gain. However, it should be noted that section 
1239 of the Code imposes ordinary income tax treatment in cases 
where depreciable property, such as a vessel, is transferred by an 
individual or family owning more than 80 per cent in value of the 
outstanding stock of the transferee corporation. This result can be 
avoided if stock or securities instead of depreciable property are 
transferred. As to transfers of stock or securities, however, it is nec- 
essary to take into account not only section 367 but also the 27-1/2 
per cent excise tax which is imposed by section 1491 of the Code upon 
such transfers by a citizen or resident of the United States to a for- 
eign corporation as paid-in surplus or as a contribution to capital. 
This tax amounts to 27-1/2 per cent of the appreciation in value over 
basis. It can be avoided only if, as in the case of section 367, it has 
been established before the transfer to the satisfaction of the Com- 
missioner that the transfer is not in pursuance of a plan having 
as one of its principal purposes the avoidance of federal income 
taxes,? 

Under the policy of the Maritime Administration, ship transfers 
requiring this prior tax approval by the Commissioner of Internal 


107 Reg. See. 1.8367-1 (1955) ; ef. Reg. Sec. 1.351-1 (1955). 
108 I.R.C. § 1492 (1954) ; Reg. Sec. 1.1492-1 (1955) ; cf. Reg. Sec. 1.367—1 (1955). 
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Revenue are, for non-tax reasons, encouraged.’ Under what are 
known as the ‘‘trade-out-and-build’’ programs, transfer to foreign 
ownership and/or registry of United States ‘‘war-built’’ vessels 
will in most cases be approved, provided the United States owner 
undertakes to replace the vessels to be transferred by the construc- 
tion of a new vessel for United States flag documentation and 
operation. The number of United States flag vessels which can be 
‘transferred foreign’’ is determined by the Administrator ona 
case-by-case basis, using ‘‘equivalent utility value’’ in accordance 
with a specified formula. For example, the construction of one new 
vessel of 46,000 deadweight tons will support the transfer of two 
United States flag T-2 tankers, three Victories, or four Liberties. 

New construction under the ‘‘trade-out-and-build’’ programs has 
been further encouraged by the availability of Government insur- 
ance for the necessary financing arrangements. Title XI of the 
Merchant Marine Act of 1936, as amended, makes it possible to ob- 
tain insurance both for the short-term loans which provide funds 
during the construction period and the mortgage which covers the 
long-term borrowings.’ The latter may amount to as much as 87-1/2 
per cent of cost for a term as long as 20 years. Combined with these 
features the ‘‘trade-out-and-build’’ programs have evidently served 
their purpose of attracting domestic shipping corporations ‘ and 
new capital into new ship construction in the United States. A prin- 
cipal attraction is that the fair market value of a vessel available for 
foreign registry is about twice that of a ship which has to be sold in 
the domestic market. 

As a practical matter, a ship which has thus appreciated in value 
can now be transferred to foreign ownership (foreign registry by it- 
self carrying no United States tax advantage in itself for a domestic 
owner) only at the price of a capital gains tax.’? On occasion in the 
past the Commissioner issued advance rulings to permit tax-free 
transfers on a showing of the operating savings under foreign flag 


109 Supra note 80. 

110 Merchant Marine Act of 1936, as amended, 68 Star. 1267-1275, 46 U.S.C. §§ 1241- 
1279 (Supp. 1955). 

111 The statutory purpose is ‘‘to facilitate private financing of new ship construction.’’ 
See Pub. L. No. 781, 83d Cong., 2d Sess. (1954), amending title XI of the Merchant 
Marine Act of 1936. Except for fishing boats, the vessels must be documented under the 
laws of the United States pursuant to section 1101(e) of the Act. See Pidot, Private 
Financing of Ship Construction with Government Insurance, XIII BUSINESS LAWYER 157 
(1957). 

112 The capital gains tax, particularly on the installment basis, may well be worth the 
price, because the new basis for depreciation may permit current distributions out of the 
depreciation reserve free of tax or as capital gain. See note 134 infra. 
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or of special business circumstances. With some justification, how- 
ever, the issuance of these rulings has been stopped, except, perhaps, 
where the parties to the transaction are willing to enter into a clos- 
ing agreement under which part or all of the earnings of the trans- 
ferred vessel will be taxed as though owned by a domestic corpora- 
tion."* This arrangement is not often attractive. Its result tax-wise 
is similar to that achieved by placing the proceeds of an otherwise 
taxable sale into a construction reserve fund under the Merchant 
Marine Act of 1936.1" No capital gains tax has to be paid, but the 
depreciation basis of the new vessel is decreased by the amount of 
the deferred gain, so that over the years a correspondingly larger 
amount of ordinary income tax presumably has to be paid. 

One may ask whether a partial solution is not the transfer of the 
vessel at its United States rather than at its foreign flag value. 
Plainly this is not possible. At the time of transfer the additional ap- 
preciation in value has already taken place, due to the fact that the 
transferor has undertaken to construct and operate a new vessel 
under the United States flag and to comply with such other condi- 
tions as may be imposed by the Maritime Administrator, and the 
further fact that application for approval of transfer to foreign 
ownership has been made and approved.’ Assume, for example, 
that the vessel has an adjusted cost basis of $500,000 ; that the United 
States market value is $1,000,000; and that $2,000,000 is the value 
under the foreign flag. The vessel is transferred to a newly organized 
foreign corporation for capital stock with a par value or stated value 
of $1,000,000, and a gain of $500,000 is reported. If the transaction is 
adequately audited, the taxable gain will be trebled, for the stock 
received on the exchange is in fact worth $2,000,000. 

Under a variation of the foregoing arrangement, the vessel would 
be sold by its owner to an affiliated foreign corporation for $1,000,000 
in cash or the equivalent. If the sale were made as part of the plan of 
corporate organization, the stock previously issued to the seller of 
the vessel would be treated as part of the consideration and the addi- 
tional taxable gain of $1,000,000 acquired in that manner."* If the 


113 Cf. Testimony of Ralph S. Gayton, Assistant Director of Tax Rulings Division, Inter- 
nal Revenue Service, in Hearings Before the Committee on Merchant Marine and Fisheries 
of the House, 85th Cong., 1st Sess. pt. 1, at 415, 419 (1957). These hearings were held pur- 
suant to a study of vessel transfer, trade-in, and reserve fleet policies. 

11454 Stat. 1106 (1940), as amended, 46 U.S.C. § 1161(d). See Hearings, note 113 
supra, at 416. 

115 See note 80 supra; Hearings, supra note 113, at 416. 

116 See Reg. Sec. 1.351—1 (1955) ; R. M. Gunn, 25 T.C. 424 (1955); Hearings, supra note 
113, at 424. : 











158 TAX LAW REVIEW [Vol. 13: 


sale were found to be independent of the corporate organization, its 
fairness would be attacked under section 482 of the 1954 Code, the 
successor to old section 45.1.7 This provision of the statute permits 
the Commissioner to allocate gross income between two or more 
businesses (corporate or otherwise) which are owned or controlled 
by the same interests, if he determines that it is necessary to do so in 
order to prevent evasion of taxes or clearly to reflect the income of 
such businesses. Dealing at arm’s length is thus required between a 
United States owner and a foreign subsidiary or affiliate.“* Under 
the Asiatic Petroleum case,'"® which represents one of the Commis- 
sioner’s first victories under the statute, the transferor in the ex- 
ample above would be subject to tax on the profit realized on subse- 
quent sale of the ship by the transferee abroad, to the extent of the 
untaxed value at the time of transfer, or would be subject to tax on 
an allocable portion of the charter hire and, possibly, of the operat- 
ing income earned by the vessel.’ It is fair to assume that the courts 
would be disposed to apply section 482 more harshly in this kind of 
situation than in cases where two domestic taxable entities are 
concerned. 

Finally, it is of interest here to consider the possibility of assign- 
ing to foreign ownership not the vessel itself, but the transfer 
‘‘rights.’’ Evidently this has been permitted by the Maritime Ad- 
ministrator in some cases, although not at the time of this writing. In 
these cases the Service has denied, or said it would deny, long-term 
capital gains treatment. The main issue presented is whether the 
rights are ‘‘property.’’!** If so, they must be held for six months, 
presumably starting with the date of approval by the Maritime Ad- 
ministrator. The term ‘‘property’’ has been applied very broadly in 
some of the cases, but even if the rights qualify in this respect, a true 
‘sale’? may not be found to have taken place.’*? The difficulty is that 
the transferor, by undertaking to construct and operate a new ves- 
sel, has performed a service or incurred an obligation which makes 


117 Reg. 118, Sec. 39.45-1. 

118 Cf. Rev. Rul. 15, 1953-1 Cum. Butt. 141. 

119 Asiatic Petroleum Company, Ltd. v. Comm’r, 79 F.2d 234 (2d Cir. 1935), cert. denied, 
296 U.S. 645 (1935). 

120 A strongly contrary opinion is indicated in Hightower, Foreign Business Income and 
U. 8. Taxes, 35 Taxes 445, 455 (1957). Since the statute is permissive in the Commis- 
sioner’s favor, the transferor would not benefit from the transferee’s losses. Cf. Higgins v. 
Smith, 312 U.S. 212 (1941). 

121 The term ‘‘capital assets’’ includes all classes of ‘‘property’’ not specifically ex- 
eluded by section 1221 (1954). Reg. See. 1.1221-1 (1957). 

122 See, e.g., Jones v. Corbyn, 186 F.2d 450 (10th Cir. 1950) ; General Artists Corp. v. 
Comm’r, 205 F.2d 360 (2d Cir. 1953). 
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the transfer possible, and which may be difficult to characterize as a 
capital asset separate from tke vessel itself. 


(b) CaprrraLizine THE CoRPORATION 


In the shipping industry, as elsewhere, our income tax laws invite 
the financing of corporations by means of debt instead of equity cap- 
ital. In the case of non-resident foreign corporations, the deduction 
for interest paid or accrued *** is not significant. In the case of for- 
eign corporations engaged in trade or business within the United 
States, the deduction has some significance because of its allocation 
against United States source income. With respect to all corpora- 
tions, however, a distribution of earnings with respect to capital 
stock has income tax consequences to the shareholders,’ while a dis- 
tribution in repayment of a loan is a non-taxable return of capital. 
To a corporate shareholder of a foreign corporation, the latter con- 
sequence is particularly important, since in most cases the 85 per 
cent deduction for dividends received will not be available on a dis- 
tribution out of earnings.’** 

Recent case developments in this field suggest that investors 
should proceed with caution in the debt-financing of closely-held 
shipping corporations.’** In most instances a substantial indebted- 
ness will be attached to the ship or ships which represent a foreign 
corporation’s principal business assets. Even an institutional lender 
may advance as much as the full purchase price of a vessel on the 
security of a long-term charter plus the ship mortgage.’ This out- 
side indebtedness has to be considered in determining whether 
bonds, debentures, or other evidences of indebtedness issued to the 
corporate shareholders are, for tax purposes, what they purport to 
be. For example, in the Isidor Dobkin case,'* a closely-held corpora- 
tion was organized to acquire property valued at $72,000 and mort- 
gaged to the extent of $44,000. The stockholders paid $28,000 for 
capital stock of $2,000 and a demand note for the balance. The Court 
held that the entire $28,000 was a contribution to capital. A principal 
reason for this holding was the conclusion that the debt structure 


123 T.R.C. § 163(a) (1954). 

124 Cf, I.R.C. § 302 (1954). 

125 Cf. I.R.C. § 243 (1954). 

126 See Bittker, Thin Capitalization: Some Current Questions, 34 TAXES 830 (1956). 

127 As a practical matter, assignment of the charter party is equivalent to guarantee of 
loan by the charterer in cases of long-term institutional financing. See Rodgers, Ship Con- 
struction Financing—Particularly Legal Problems Relating to Security Under American 
Law, XII Business Law. 142, 144, 152 (1957). 

128 Isidor Dobkin, 15 T.C. 31 (1950), aff’d per curiam, 192 F.2d 392 (2d Cir. 1951) ; see 
Note, Thin Capitalization and Tax Avoidance, 55 Cotum. L, Rev. 1054, 1064 (1955). 
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was excessive after taking into account the indebtedness owed on the 
mortgage to creditors other than the stockholders. 

Although dignified by the Supreme Court’s dictum in the John 
Kelley Co. case,’*® an obviously excessive debt structure may not of 
itself result in treatment of the debt as equity capital. In cases where 
the foreign corporation’s ship or ships are subject to substantial in- 
debtedness to outsiders, however, additional factors are usually 
present to cast doubt on the validity of substantial indebtedness to 
the shareholders. Tax considerations aside, a corporate investor 
would normally receive stock rather than debt for the original funds 
needed to get the corporation under way,'* acquire its business as- 
sets,’** and supply its working capital.’*? Assume, for example, that 
a foreign corporation is organized to acquire a vessel for a price of 
$1,000,000. Because of the security of a long-term charter, it is possi- 
ble to borrow $900,000 from an insurance company. In addition to 
the $100,000 which has to be paid on account of the purchase price, 
the investors must also provide an additional $100,000 for working 
capital. As the law appears to be developing,’** it may not be easy to 
support any material part of the $200,000 investment as debt. 


(c) CoLLAPsING THE CORPORATION 


As indicated above, it may be particularly difficult to draw down 
the earnings of a foreign shipping corporation tax-free in the guise 
of loans. To the extent of earnings and profits—the source of which 
for this purpose is immaterial ***—the distribution may be taxed as 
an ordinary dividend. No income tax having been paid to the country 
of incorporation, the United States tax on dividends will not be miti- 
gated by a foreign tax credit.’* Accordingly, there is every induce- 
ment in this area to accumulate the corporate earnings, pending liq- 
uidation or a sale of stock. For this reason the application of section 
341 of the 1954 Code relating to collapsible corporations is of par- 
ticular importance to investors in the foreign shipping field. 

129 See John Kelley Co. v. Comm ’r, 326 U.S. 521, 526 (1946). 

130 See, e.g., Isidor Dobkin, supra note 128; R. E. Nelson, 19 T.C. 575 (1952). 

131 See, e.g., Mathiessen v. Comm’r, 194 F.2d 659 (2d Cir. 1952). 

132 But cf. Rowan v. United States, 219 F.2d 51 (5th Cir. 1955). 

138 See, e.g., Gooding Amusement Co., Inc., 23 T.C. 408 (1954), aff’d, 236 F.2d 159 (6th 
Cir. 1956), cert. denied, 352 U.S. 1031 (1957). 

184 T.R.C, § 412 (1954) ; Proposed Reg. Sec. 1.312-6 (1956). By the same token, how- 
ever, earnings and profits are reduced by 100 per cent of the depreciation reserve. Cf. I.R.C. 
§ 301 (1954). 

135 Cf. ILR.C. § 904 (1954) ; Hearings, supra note 113, at 416. 
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Section 341 has a familiar background. It was originally de- 
signed to prevent such taxpayers as movie producers and real estate 
builders from realizing ordinary business income at the cost of a 
single capital gains tax. According to the statutory definition, a cor- 
poration is ‘‘collapsible’’ if it is (1) formed or availed of principally 
for the manufacture, construction, or production of property; (2) 
with a view to realization by the shareholders of gain attributable to 
that property before corporate realization of a substantial part of 
the taxable income to be derived from the property. The property 
referred to includes depreciable property used in the trade or busi- 
ness, so that ships are obviously included. 

The tax consequences of collapsibility come into play on a sale or 
exchange of the corporate stock or a complete or partial liquidation 
of the corporation within three years from the time the tainted prop- 
erty was acquired. Gain on the sale or liquidation will be taxed as 
ordinary income (1) to shareholders owning, directly or construc- 
tively, more than five per cent in value of the outstanding stock of 
the corporation ; (2) in cases where more than 70 per cent of the rec- 
ognized gain is attributable to the property (7.e., in the case of a ship 
the appreciation in value over adjusted cost). The ship market is 
notoriously volatile. An event such as seizure of the Suez Canal may 
double the value of a ship in a matter of weeks. The temptation to 
sell within the three-year collapsible holding period may thus be too 
much to resist. 

An attractive argument can be made to the effect that section 341 
does not apply to foreign corporations which are organized and op- 
erated so as to earn all of their income from sources outside of the 
United States. The basis of this argument is the apparent policy of 
section 341 to require realization of income at the corporate level, 
although the tax consequences of the section are imposed upon the 
shareholders.'** However, the view of the Service is apparently to 
the contrary, as indicated by its backhanded ruling that the fact that 
a corporation is a foreign corporation deriving all of its income 
from sources without the United States does not ‘‘in and of itself’’ 
categorize it as a collapsible corporation.’* 

The foregoing argument is relevant to a foreign corporation whose 
vessels do not call at United States ports or whose vessels, because 
of their operation, qualify for the reciprocal exemption. In neither 


136 See generally DeWind and Anthoine, Collapsible Corporations, 56 CoLum. L. REv. 
476 (1956). 

137 Id. at 178. 

138 Rey. Rul. 104, 1956-1 Cum. BuLL. 178. 
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event is the resulting income ‘‘taxable’’ within the normal meaning 
of our Code. Let us assume, however, that the foreign corporation 
owns a ship which is chartered on a bareboat basis for regular use 
between the United States and abroad. Assume that five per cent of 
the resulting charter hire has a United States source on a time basis 
and is thus ‘‘taxable income’’ for all purposes of the Code. Under 
these circumstances, section 341 can obviously apply to liquidation 
or a sale within the three-year collapsible holding period. 

To avoid the impact of section 341, investors under circumstances 
like the foregoing should consider the desirability of having their 
corporation sell its tainted ship or ships prior to liquidation and in 
lieu of a sale of stock. The corporation is thereby taken out of the 
collapsible category, since by reason of the sale it will have realized 
not only a substantial part but all of the income, taxable or other- 
wise, which is to be derived from the collapsible property. This re- 
sult should not be altered by the fact that the gain on the sale will be 
free of United States tax to a non-resident foreign corporation in 
any case, and free of tax to a resident foreign corporation if the 
transaction is effected outside of the United States. If a corporation 
can be regarded as collapsible because of income which would not be 
subject to United States tax when realized, a sale of the collapsible 
asset should remove the taint irrespective of tax on the profit. 

Although the sale of the asset prior to liquidation would be a con- 
servative and desirable approach to section 341 in any case, it may 
be that a corporate shareholder which is also in the shipping busi- 
ness could establish that its subsidiary was not organized or used 
with a view to its subsequent collapse. Normally, a United States 
operator will transfer a vessel to a foreign flag and foreign owner- 
ship because of the tax savings and economies anticipated in the 
vessel’s operations and not in anticipation of sale. There is a forlorn 
hope that liability under section 341 could be avoided by such a 
showing.?*° 

It should be noted here that section 341 normally has no effect on 
a parent corporation in the case of complete liquidation (but not a 
sale of stock or partial liquidation) of a domestic subsidiary, the 
stock of which it owns to the extent of 80 per cent or more. The rea- 
son for this is that such a liquidation can be qualified as tax-free 
under section 332 of the Code, whereas section 341 is plainly relevant 
only in cases of tax-recognized gains. The liquidation of a foreign 
subsidiary, on the other hand, can be qualified under section 332 only 


139 Of. Reg. Sec. 1.341-2(a) (2) (1955). 
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with the advance approval of the Commissioner. This approval, 
which is required by section 367,1*° normally cannot be obtained. Ap- 
parently the view of the Commissioner is that avoidance of United 
States tax is usually a principal purpose for organization of a 
closely-held corporation under the laws of a tax-refuge country. If 
liquidation were permitted under section 332, this purpose would be 
fully attained. Approval under section 367 being denied, section 341 
may thus apply. 


5. Toe Personat Hotpine Company Prosptem 


The personal holding company problem hounds a good many for- 
eign shipping corporations, due to the common pattern of close 
equity ownership by United States investors. A foreign corporation 
may be characterized either as a personal holding company or as a 
foreign personal holding company if at any time during the last half 
of its taxable year in the former case, or at any time during the tax- 
able year in the latter, more than 50 per cent in value of its outstand- 
ing stock is owned, directly or indirectly, by or for not more than five 
individuals (except that for the latter characterization to apply, 
these individuals must be citizens or residents of the United 
States).**1 Family ownership is aggregated for this purpose, and the 
stock owned by a corporation, partnership, estate, or trust is con- 
sidered as being owned proportionately by its shareholders, part- 
ners, or beneficiaries.’*? The United States stockholders (individual 
citizens and residents, domestic corporations, domestic partner- 
ships, and domestic trusts or estates) of a foreign personal holding 
company are taxed upon their pro rata shares of the corporation’s 
foreign personal holding company income, whether distributed to 
them or not,** if at least 60 per cent *** of the corporation’s ‘‘ gross 
income’’ for the taxable year is of the requisite foreign personal 
holding company nature. This includes such items of investment in- 
come as dividends, interest, and ‘‘rents,’’ except that rents are not 


140 See discussion p. 155 supra. 

141 T.R.C. §§ 542(a)(2) and 552(a)(2) (1954). Under section 542(c)(10) a foreign 
shipping corporation, which would normally derive more than 50 per cent of its gross income 
from sources outside the United States, would not be taxed as a personal holding company 
if all of its stock outstanding during the last half of the taxable year were owned by non- 
resident alien individuals, whether directly or through other foreign corporations. 

142 T.R.C. § 544 (1954). 

143 T.R.C. § 551 (1954). 

144 But if the corporation once qualifies as a foreign personal holding company under the 
60 per cent test, then for each subsequent taxable year the minimum percentage is 50 per 
cent. I.R.C. § 552(a) (1) (1954). 
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taken into account where they constitute 50 per cent or more of the 
gross income." Since the tax on the shareholders relates to the con- 
cept of dividends and corporate earnings and profits, the source of 
the corporate income is not material.'** 

Because of the 60 per cent of gross income requirement, a foreign 
corporation which operates its own ships, and thus has a substantial 
operating gross, can have a good deal of investment income from all 
sources before it becomes a foreign personal holding company. In 
cases where the corporation receives charter hire, however, the de- 
termination of status can be perplexing. The reason for this per- 
plexity is that whereas charter hire in general must be regarded as 
rent, and thus as foreign personal holding company income unless 
it is more than 50 per cent of gross, there are real differences be- 
tween bareboat hire, on the one hand, and the hire from time or voy- 
age charters, on the other.’** In the bareboat situation, charter hire 
is paid simply for the use of, or the right to use, the property. Time 
or voyage charter hire, on the other hand, may in some cases even be 
regarded as derived from the operation of the ship for purposes of 
the reciprocal exemption. If this income is treated consistently for 
personal holding company purposes, 1.e., not treated as rent, the re- 
sult may be advantageous. That it may sometimes be disastrous, 
however, is illustrated by the following example: 


Gross income from operations 30 per cent 
Time charter hire P 05 
Bareboat charter hire 46 
Dividends and interest 19 

100 per cent 


If the time charter hire is not rent but is to be classified with the 
gross income from operations, then the personal holding company 
income (bareboat charter hire, 46 per cent; and dividends and inter- 
est, 19 per cent) is more than 60 per cent of gross, and the corpora- 
tion is a foreign personal holding company. However, if the time 
charter hire (five per cent) and bareboat charter hire (46 per cent) 
are combined, then the rents constitute more than 50 per cent of 
gross, and foreign personal holding company status does not exist. 

Although there are evidently no decisions or rulings on the point, 
it seems to be generally and correctly agreed that time or voyage 
charter hire, like bareboat hire, is rent for personal holding com- 


145 T.R.C. §§ 553 and 543(a) (7) (1954). 
146 T.R.C. § 555(a) (1954). 
147 See discussion pp. 140 et seq. supra. 
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pany purposes. Analytically, there may be ground for a contrary 
argument, in that possession of the ship remains in the owner under 
a time or voyage charter party, despite the right of the charterer to 
have its goods loaded and carried in the vessel.’** Nevertheless, a 
charter party, regardless of form, is generally thought of as a rental 
arrangement. The arrangement is commonly characterized as a ‘‘let- 
ting’’ or ‘‘hiring”’ of a ship for a definite compensation to be paid as 
‘thire.’’** It appears that the statute contemplates this general us- 
age in broadly defining the term ‘‘rents’’ as ‘‘compensation, how- 
ever designated, for the use of, or right to use, property.’’™® Thus 
the applicable Committee Reports state that the term ‘‘rents’’ is 
used in its broadest sense to include such items as ‘‘charter fees, ete., 
and is not limited to the use of real property.’’ *™! Similarly, the Reg- 
ulations have always provided that ‘‘the rents which are to be in- 
cluded in personal holding company income consist of compensation, 
however designated, including charter fees, ete., for the use of or the 
right to use real property or any other kind of property.’’ *? In view 
of this statutory background, it seems unlikely that the Service or 
the courts would either exclude time or voyage charter hire from the 
definition of personal holding company income or make an allocation 
between the hire on a bareboat basis and the value of the operating 
services performed.'™ 

The foregoing issue arises not only in the foreign personal holding 
company context but also for purposes of the personal holding com- 
pany suriax. This prohibitive tax, imposed at the corporate level on 
the undistributed personal holding company income, does not apply 
to a corporation which is a foreign personal holding company as 
above described.’® Otherwise it applies to foreign corporations, res- 
ident or non-resident, but when applied to such corporations it 


148 See ScRUTTON, CHARTER PARTIES AND BILLS OF LADING 5 (16th ed. 1955). 

149 Ibid. See also Poor, op. cit. supra note 22, at 5. 

150 T.R.C. § 543 (a) (7) (1954). 

151 H.R. Rep. No. 1646, 75th Cong., 1st Sess. 6 (1937). 

152 Reg. 118, Sec. 39.502-1(j) ; Proposed Reg. See. 1.543-1(b) (10) (1956). 

153 See also Webster Corporation, 25 T.C. 55, 60-61 (1955), aff’d, 240 F.2d 164 (2d Cir. 
1956). 

154 In this connection there are royalty cases holding that where the royalty paid for the 
use of a patent or process is also intended to compensate the patent holder for engineering 
services furnished the licensee, that portion of the so-called royalty payment which consti- 
tutes the compensation for engineering services is not personal holding company income. 
See, e.g., U.S. Universal Joint Co., 46 B.T.A. 111 (1942). However, the rationale of these 
cases does not seem appropriate to the charter hire situation. Cf. Warren-Browne, Inc., 14 
T.C. 1056 (1950) ; Lane-Wells Co., 43 B.T.A. 463 (1941). 

155 T.R.C. § 542(¢) (5) (1954). 
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reaches only income with a United States source.’ Allocation of 
charter hire and operating income thus enters into any determina- 
tion of liability. The items of investment income to be taken into 
account for determining taxable status are similar to those appli- 
cable to foreign personal holding company status, rental income 
included, except that only income with a United States source is in- 
cluded, and the test is 80 per cent rather than 60 per cent of gross.*” 


CoNncLUSION 


In an article regarding flags of refuge for the shipping industry, 
an ending with technical reference to the personal holding company 
provisions of the tax law was deliberate. Most of the problems con- 
sidered in this article relate specifically to income from the owner- 
ship or operation of ships. However, these form only part of the 
larger tax patterns which investors generally, including those in the 
shipping industry, must take into account when the investment is 
made through incorporation abroad. 

Quite aside from the reciprocal exemption of income derived from 
the operation of ships, the United States income tax treatment of 
foreign shipping corporations is obviously favorable. It is particu- 
larly favorable to resident corporations, 7.e., those which are en- 
gaged in their trade or business within the United States. The com- 
bination of depreciation allowances and a territorial concept of 
income source normally results in a very nominal amount of tax. 
Thus it appears that the importance of the reciprocal exemption has 
been much exaggerated among United States investors. Moreover, it 
appears that the greater part of recent individual investment in this 
area has been through corporations which charter out their vessels 
instead of operating them directly, and which therefore may not 
qualify for the reciprocal exemption in any event. 

In view of the United States income tax pattern, complete or vir- 
tual freedom from tax on the corporate level is achieved in the ship- 
ping industry by organization in countries of refuge like Liberia and 
Panama. Unlike the subsidy policy of the Merchant Marine Act of 
1936 with respect to domestic owners and vessels under the United 
States flag, the result may not be easy to defend from the aspect of 
our national economy. Nevertheless, the tax pattern is established 
without any real possibility of change within the foreseeable future. 
No investor should be blamed for taking advantage of it. 

156 T.R.C. § 545(a) (1954), defining the undistributed personal holding company income 


subject to tax as the ‘‘ taxable income.’’ 
157 T.R.C. § 542(a) (1) (1954). 
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Libson Shops—An Argument Against Its 
Application Under the 1954 Code 


NORMAN SINRICH 


The... bill provides that the major tax benefits, privileges, elective rights, 
and obligations of one corporation will carry to successor corporation when 
the assets of two or more predecessor corporations are combined in a tax-free 
liquidation or reorganization. These include such items as loss carryovers. ... 

Present practice rests on court-made law which is uncertain and frequently 
contradictory. Your Committee agrees that whether or not the items carryover 
shall be based on economic realities rather than upon such artificialities as the 
legal form of the reorganization. ... 

The new rules enable the successor corporation to step into the ‘‘tax shoes’’ 
of its predecessor corporation without necessarily conforming to artificial 
legal requirements which now exist under court-made law. Tax results of liqui- 
dations or reorganizations are thereby made to depend less upon the form of 
the transaction than upon the economic integration of two or more separate 
businesses into a unified business enterprise. At the same time the new pro- 
vision makes it difficult to escape the tax consequences of the law by means of 
a legal artifice such as liquidation and reincorporation or merger into another 
corporation.? 


_ = spoke Congress by its two tax committees in reporting on sec- 
tion 381 of the 1954 Code. Not even a careful reading of the section 
could bring forth any significant comment against the seemingly 
universal view that as a result of a tax-free reorganization under 
section 368 (other than a divisive reorganization) or a liquidation 
under section 332 (absent the application of section 334(b) (2)), re- 
plete with business purpose and free from the taint of tax avoidance 
as a primary purpose,” the transferee corporation would succeed to 
and take into account, without restriction, ‘‘the major tax benefits, 
privileges and elective rights’’* of the transferor, including the 
coveted net operating loss if one existed. 

With more than two and one-half years having elapsed since the 


Norman Sryrico (B.A. 1950, Brooklyn College; LL.B. 1952, LL.M. in Taxation 1953, 
New York University School of Law) is a member of the New York Bar and associated 
with Kaye, Scholer, Fierman, Hays & Handler, New York City. 

18. Rep. No. 1622, 83d Cong., 2d Sess. 52 (1954) ; emphasis added. 

2 See I.R.C. § 269 (1954). 3 

3 See note 1 supra. 
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1954 Code became effective and no Regulations having even been 
proposed under section 381, tax practitioners could be detected stir- 
ring uneasily while speculating over the nature of the only remain- 
ing unissued Regulations under Subchapter C. Then, almost without 
warning, the Supreme Court, in rendering its decision in Libson 
Shops, Inc. v. Koehler,* jolted the tax bar and the financial commu- 
nity with the language employed by it in holding that the pre-merger 
operating loss of a merged corporation was not available to the con- 
tinuing corporation as an offset against the latter’s profits subse- 
quent to the merger. A widely read financial periodical summarized 
the holding of the Court by stating: ‘‘The clear implication of the 
court’s new ruling is that tax savings from merging with a loss-cor- 
poration are not available unless (1) it is in precisely the same busi- 
ness, and (2) has pretty much the same corporate structure.’’* The 
article further noted that Libson Shops was decided under the 1939 
Code and continued, ‘‘ But Internal Revenue Service officials say that 
if the court means what it said this week, the same principle will ap- 
ply to all mergers under present tax law.’’® 

In order properly to assess the effect, if any, under the 1954 Code 
of ‘‘what it [the Court] said’’ in the Libson Shops case, it will be 
necessary first to determine what the Court did say. Unfortunately, 
some of the tax services and periodicals, as a result of what appears 
to be a superficial reading of the case, have made some very broad 
conclusions which seem clearly improper.” 


Facts anp Hotprne or Lisson Suops, Inc. 


The taxpayer and fifteen other corporations were incorporated in 
January, 1946. A sixteenth corporation was organized in May of 
1948. The principal purpose for which taxpayer was organized was 
to provide management services for corporations selling women’s 
apparel at retail; the taxpayer was also authorized to sell such ap- 
parel. The sixteen corporations all engaged in the sale of women’s 
apparel at retail at separate locations in two different states, and 


4353 U.S. 382 (1957). 

5 Business Week Magazine, June 1, 1957, p. 39, col. 2. 

6 See note 5 supra. F 

7In addition to the Business Week comment, CCH in its initial ‘‘Rewrite’’ concluded 
that there seemed to be no bar to the application of the Court’s language in Libson Shops 
to 1954 Code reorganizations. Five weeks later there appeared an entirely new rewrite 
which took an almost diametrically opposed view, concluding that under the 1954 Code the 
carry-over should be available in a case similar to Libson Shops, but that the Commissioner 
might include the gist of the frightening (to the taxpayers, that is,) language as set out by 
the Supreme Court in the still to be issued Regulations under section 381. See also LASSER, 
Tax Report 2-3 (June 15, 1957). 
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the taxpayer provided management services exclusively for each of 
the sixteen corporations. The stock ownership of the taxpayer and 
fifteen of the sixteen sales corporations rested with eight individuals. 
The stock of the remaining corporation was owned by one of the 
sales corporations. In 1948 and part of 1949 two of the sales corpora- 
tions incurred operating losses. In part of 1949 a third sales corpora- 
tion incurred an operating loss. In August of 1949 the sixteen sales 
corporations were merged into the taxpayer. 

In its first tax return subsequent to the merger, the taxpayer off- 
set the losses sustained prior to the merger against operating profits 
derived from the activities of the continuing corporation. In the pe- 
riod covered by that tax return each of the three stores which had 
constituted the three loss corporations, respectively, continued to op- 
erate at a loss. 

The Government resisted the use of the operating losses as a 
carry-over to the post-merger earnings of the taxpayer, for reasons 
which will be set forth below. The taxpayer paid the asserted defi- 
ciency and brought suit for refund in the United States District 
Court for the Eastern District of Missouri. The Court ruled in favor 
of the Government ® and the Cireuit Court of Appeals for the Eighth 
Circuit affirmed.’ Likewise, the Supreme Court affirmed with one 
dissent.’° 

In the District and Circuit Courts the Government’s contention 
was that Libson Shops, Inc., the corporation surviving the merger, 
was not the same ‘‘taxpayer’’ as each of the corporations, parties to 
the merger, which suffered the operating losses, and accordingly sec- 
tions 122 and 23(s) of the 1939 Code barred a deduction to Libson 
Shops for the net operating losses sustained prior to the merger by 
the three sales corporations. 

The Government’s position simply stated is that the term ‘‘tax- 
payer’’ should be construed in its narrowest sense—to mean the 
same taxable entity which incurred the loss." From the opinions of 
the District and Circuit Courts it appears that the Commissioner in 
support of his argument also pointed to the physical dissimilarities 
between the taxpayer (Libson Shops) before the merger and after 
the merger to demonstrate that in fact, as well as in theory, the sur- 


8 55-1 U.S.T.C. J 9458 (E.D.Mo. 1955). 

9 229 F.2d 220 (8th Cir. 1956). 

10 Justice Whittaker did not participate in the deliberations or decisions of the Court; 
thus the vote was 7 to 1. 

11 For a similar argument by the Government, see Newmarket Mfg. Co. v. United States, 
233 F.2d 493 (1st Cir. 1956), cert. denied, 353 U.S. 983 (1957). The taxpayer succeeded in 
having an adverse decision of the District Court reversed. See also Koppers Co. v. United 


States, 134 F.Supp. 290 (Ct.Cl. 1955). 
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viving corporation was not the same taxpayer as the loss corpora- 
tions. It does not appear, however, that the Government made an al- 
ternative argument as to the necessity of the taxpayer’s continuing 
the business enterprise of the loss corporation to the exclusion of 
other business in order to have the use of the carry-over incurred by 
one of the corporations which merged into it. 

On the other hand, the taxpayer argued that the rationale of Stan- 
ton Brewery, Inc. v. Commissioner,” E. & J. Gallo Winery v. Com- 
misioner,'* and Helvering v. Metropolitan Edison Co., to the effect 
that upon a statutory merger the surviving corporation is ‘‘essenti- 
ally the same taxpayer as the merged corporations and is possessed 
of all their rights,’’** should apply. 

The District and Circuit Courts upheld the Commissioner’s argu- 
ment mainly by relying heavily on language found in the Supreme 
Court’s opinion in New Colonial Ice Co. v. Helvering,** where the 
Court declared that allowable losses must be confined to the taxpayer 
sustaining them and are not ‘‘transferable to or usable by an- 
other.’’ 17 In addition, both Courts found that Libson Shops, as a cor- 
porate entity after the merger, had characteristics quite different 
from any or all three of the loss corporations merged into it in the 
following respects: (a) Libson Shops had a different capital struc- 
ture than any of the three loss corporations; (b) the loss corpora- 
tions had operated one store each, while Libson Shops operated 
sixteen; (c) the corporate powers of the loss corporations were 
somewhat narrower than those of Libson Shops; and (d) two of the 
three loss corporations were organized in a state other than that in 
which Libson Shops was organized. 

This was the posture of the case as it went to the Supreme Court. 
The Court approached the question before it by stating, ‘‘ The con- 
troversy centers on the meaning of ‘the taxpayer.’ ’’’* In holding 
that the surviving corporation was not the same ‘‘taxpayer’’ as any 
of the three loss corporations merged into it, the Supreme Court said 
it was unnecessary to decide whether ‘‘the taxpayer’’ as found in 
section 122 of the 1939 Code means the same taxable (corporate) en- 


12 176 F.2d 573 (2d Cir. 1949). 

138 227 F.2d 699 (9th Cir. 1955). 

14 306 U.S. 522 (1939). 

15 Supra note 8, at 55, 131. 

16 292 U.S. 435 (1934). 

17 New Colonial Ice Co. v. Helvering, 292 U.S. 435, 440 (1934). 
18 Libson Shops, Ine. v. Koehler, 353 U.S. 382, 385 (1957). 
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tity as that which sustained the loss. There was another contention 
made by the Government which, said the Supreme Court, was ‘‘dis- 
positive of this case.’’’* This argument was stated by the Court in 
the following language : ”° 

The Government contends that the carry-over privilege is not available 
unless there is a continuity of business enterprise. It argues that the prior 
year’s loss can be offset against the current year’s income only to the extent 
that this income is derived from the operation of substantially the same busi- 
ness which produced the loss. Only to that extent is the same ‘‘taxpayer’’ 
involved. 


It is this language which has increased the number of grey hairs 
on the heads of corporate executives and their tax counsel. The fear 
exists that the Commissioner may incorporate into the Regulations 
under section 381 or section 382 of the 1954 Code language similar to 
that quoted above but omitting reference to the word ‘‘taxpayer,’’or 
failing that, take the position in rulings and before the courts that 
operating losses may be offset only against profits realized by the 
business activities which incurred the loss.” This would constitute a 
‘*judicial gloss’’ imposed upon the availability of operating losses 
as carry-overs, comparable to the ‘‘business purpose’’ requirement 
announced in Gregory v. Helvering.” 

It is submitted that such fears are without merit in regard to trans- 
actions under the 1954 Code. Even the Government has taken the 
position (in its brief opposing a petition for rehearing filed by the 
taxpayer) that the issue involved in this case has been resolved in 
favor of the taxpayer with respect to 1954 Code transactions.”* Fur- 
thermore, the Supreme Court in the Libson Shops case indicates that 
the result of Libson Shops would be different under the 1954 Code. 
Finally, and most persuasively, the statute, read together with the 
legislative history concerning sections 381 and 382, permits of no 


19 Id. at 386. 

20 Ibid. ; emphasis added. 

21 A further possibility is that the Government could take the view that a carry-over is 
available to a transferee corporation under section 381 only if the transferee operates the 
acquired business to the exclusion of others. This is somewhat of an improbable approach 
as its effect would be to limit the carry-over only to reorganizations defined in section 368 
(a) (1) (F), i.e., a change of identity, form, or place of organization of the transferor. 
This would clearly run contrary to the express language of section 381(a), which affords 
the carry-over of such items as net operating losses to transferees in reorganizations had 
under section 368(a)(1)(A), (C), and (D) (except divisive reorganizations) as well as 
section 368(a) (1) (F). 

22 293 U.S. 465 (1935). 

23 The petition for rehearing was denied. This, of course, does not preclude the Govern- 
ment from changing its position at any time it may wish. 
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interpretation other than one which grants the transferee corpora- 
tion in a case similar to Libson Shops the right to carry over the loss 
of the transferor. 


WHAT THE SUPREME Court ‘‘Sarp’’ 


An examination of the language of the Supreme Court reveals that 
it was concerned exclusively with the term ‘‘taxpayer’’ as it appears 
in section 122 of the 1939 Code and not with general concepts revolv- 
ing about the availability of operating losses as carry-over? or 
carry-backs. This is pointedly illustrated by the contention which 
the Court said was dispositive of the case—that prior losses 
may be offset only against income of the same business which pro- 
duced the loss and that to this extent ‘‘is the same ‘taxpayer’ ’’ in- 
volved.” If this were the only reference to the word ‘‘taxpayer’’ by 
the Supreme Court, it might be contended that too much is being 
made of this reference. However, at the very outset of its discussion 
the Supreme Court clearly stated that ‘‘the controversy centers on 
the meaning of the word ‘taxpayer’ ’’;*° and, it is submitted, that is 
all the controversy centered upon. In addition, as if in anticipation 
of attempts to apply its language to 1954 Code transactions, the 
Court in a footnote immediately following the above quoted lan- 
guage found it necessary to point out that the words ‘‘the taxpayer’’ 
had been omitted from sections 381 and 382 of the 1954 Code ‘‘relat- 
ing to carry-backs and carry-overs after corporate acquisitions of 
assets of another corporation.’’ *® 

Thus, it appears that an attempt to apply, under the 1954 Code, 
the blanket theory that operating losses may be offset only against 
profits derived from the same business assets which incurred the 
loss (the so-called continuity-of-business enterprise requirement) 
would not be well received by the Supreme Court, assuming it were 
presented to the same members which heard and decided Libson 
Shops. 

Before commencing a discussion of the provisions contained in 
sections 381 and 382 of the 1954 Code, it might be well to dwell upon 
some other aspects of the Supreme Court’s decision. The most dis- 
turbing proposition which the Court appears to make, and which has 
been seized upon by some tax practitioners as reason for doubting the 
conclusions expressed in the periodicals above referred to,’ is the 


24 Libson Shops, Inc. v. Koehler, supra note 18, at 386. 
25 Id. at 385. 

26 Id. at 385 n. 2. 

27 See notes 5 and 7 supra. 
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contention that Libson Shops and the sixteen sales corporations 
which were subsequently merged into it could have filed consolidated 
returns prior to the merger and that the subsequent transaction was 
an attempt to acquire ‘‘by merger an opportunity that they elected 
to forego when they chose not to file a consolidated return.’’ 

For the years 1946 through 1949, section 141 of the 1939 Code 
required as a condition to the filing of consolidated returns a com- 
mon parent corporation and an affiliated group of corporations. An 
affiliated group of corporations was defined as a chain of corpora- 
tions connected through stock ownership with the common parent if 
stock possessing at least 95 per cent of the voting power of all classes 
of stock was owned directly by one or more of the other corporations 
in the chain. As set forth above and as noted in the opinions rendered 
by the District Court, the Eighth Circuit, and the Supreme Court, 
the stock of Libson Shops and the sixteen corporations, except one, 
was held by eight individuals. Thus, under the clear language of sec- 
tion 141, it was impossible for Libson Shops and the sixteen sales 
corporations to have filed consolidated returns during the years that 
the sales corporations suffered losses. Had such returns been filed, 
needless to say, the Commissioner would have rejected them as not 
constituting valid returns. 

It is submitted, however, that the Supreme Court did not and does 
not need to rely upon the apparently erroneous argument that the 
failure to file consolidated returns by the management company and 
the sales corporations thereby precludes the surviving corporation 
from having available as a loss carry-over net operating losses in- 
curred by three of the sales corporations. The decision of the Su- 
preme Court is only weakened by this statement, and its elimination 
would in no way undermine the primary reasoning of the Court as 
set forth above. In fact, to retain this language in the case could very 
well lead to confusion and misunderstanding as to what appeared to 
be the well-settled principles with respect to the necessary relation- 
ship of corporations in order to constitute an affiliated group for the 
purpose of filing consolidated returns. 

Conversely, the Supreme Court appears to have laid to rest by its 
decision the contention made by the Government that only the same 
corporate entity is ‘‘the taxpayer’’ under section 122 of the 1939 
Code and that thus an operating loss incurred by one corporate en- 
tity may not be utilized by another corporate entity, regardless of 
how distinct the business of the transferee corporation may be from 
that of the transferor. Although the Court professed not to decide 


28 Libson Shops, Inc. v. Koehler, supra note 18, at 388. 
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this question, in citing with approval Stanton Brewery, Inc. v. Com- 
missioner *® and Newmarket Manufacturing Co. v. United States, 
and subsequently denying certiorari in the Newmarket case*™ and 
United States v. Koppers Co.*® (all involved the Government’s un- 
successful attempt to have the term ‘‘taxpayer’’ defined as the same 
legal entity), the conclusion seems manifest that the Court will not 
seriously consider this contention if made again. To this extent Lib- 
son Shops has resulted in clarifying a particularly troublesome 
issue. 

In summary, it may be said that upon the merger of a loss corpora- 
tion into a profit corporation under the 1939 Code, the Court re- 
quires the surviving corporation, before it may carry over the oper- 
ating loss, to determine the extent of profits, if any, earned by the 
group of business assets owned prior to the merger by the loss cor- 
poration.* This requirement, it is submitted, demonstrates an ap- 
parent unfamiliarity by the majority of the Court with the economic 
problems it may very well engender. The difficulty which is thereby 
presented to the average corporation may be demonstrated by the 
following questions : To what extent is overhead to be allocated to the 
operating assets of the prior loss corporation when the offices of the 
corporations, parties to the merger, have been consolidated at one 
location and there has likewise been an elimination of numerous of- 
ficers and their salaries? To what extent and under what procedure 
will the cost of labor be allocated to the business assets of the loss 
corporation where the businesses of the surviving corporation and 
the loss corporation overlap? To which business will there be attrib- 
uted profits derived from new assets purchased with funds provided 
by the ‘‘profit business’’ but used in the business activities which 
suffered the loss? Conversely, what treatment will be accorded prof- 
its resulting from an expansion of the ‘‘ profit business’’ through the 
use of liquid assets acquired from the ‘‘loss business’’? What if the 
‘“loss business’’ realizes a profit two years subsequent to the merger 


29 176 F.2d 573 (2d Cir. 1949). 

80 233 F.2d 493 (1st Cir. 1956). 

31 United States v. Newmarket Manufacturing Co., 353 U.S. 983 (1957). 

32 353 U.S. 983 (1957). 

33 §till a different conclusion which may be drawn from this case is that a surviving cor- 
poration to a merger may carry over a loss incurred by the merged corporation only if the 
surviving corporation continued to operate the business formerly conducted by the loss 
corporation to the exclusion of other businesses. There is nothing in the Court’s opinion 
which suggests this extremely narrow approach. Rather, such an approach is more analogous 
to the theory, apparently rejected by the Court, that the term ‘‘taxpayer’’ is to be con- 
strued as the same legal entity. Furthermore, neither party discussed such a contention in 
their briefs. 
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while the loss carry-over is still available, and the ‘‘ profit business”’ 
suffers a loss in an amount approximately equal to the profit, would 
this profit be offset first by the operating loss carry-over, thereby re- 
sulting in a loss for the taxable year to the corporation as a whole? 
The answers to these questions can only lead to constant litigation 
between the Commissioner and taxpayers as to the proper allocation 
of profits earned by a given group of business assets and the corpo- 
ration as a whole. 


Statutory Provisions AND LEGISLATIVE History 
UNDER THE 1954 CopE 


In order to assess properly the effect of Libson Shops on the ap- 
parently clear provisions of sections 381 and 382 of the 1954 Code, it 
will be necessary to examine the language of these sections and their 
legislative history with great care. Initially, it should be noted that 
no sections comparable to sections 381 and 382 of the 1954 Code ap- 
pear in the 1939 Code. This difference is of great importance since it 
might well be argued that the language in Libson Shops has no ap- 
plication in construing a wholly new statute intended to lay at rest 
‘present practice [which] rests on court-made law [and] which is 
uncertain and frequently contradictory.’’* 

Focusing attention now on the wording of sections 381 and 382, it 
is significant to note that the troublesome term ‘‘the taxpayer’’ has 
been omitted entirely from these provisions. In its place are to be 
found the terms ‘‘transferor,’’ ‘‘distributor,’’ or ‘‘acquiring’’ cor- 
poration. Thus it is the ‘‘acquiring corporation [which] shall suc- 
ceed to and take into account... the items... of the distributor or 
transferor corporation....’’® 

It is precisely to this meaningful omission which the Court pointed 
in Libson Shops when it sought to differentiate between the appli- 
cable rules under the 1954 Code and Congressional intent as set forth 
in the 1939 Code.** In fact, the Government argued strenuously in 
Libson Shops that when Congress in the Revenue Act of 1942 
amended section 122(b) of the 1939 Code by adding the words ‘‘the 
taxpayer,’’*” it thereby expressly related the carry-over to a given 
taxpayer—the same taxable entity which suffered the loss. As en- 
acted initially, section 122(b) did not contain the words ‘‘the tax- 
payer.’’ Thus it would indeed be anomalous for the Government to 


84 §, Rep. No. 1622, 83d Cong., 2d Sess. 52 (1954). 

35 I.R.C. § 381(a) (2) (1954). 

86 Libson Shops, Inc. v. Koehler, supra note 18, at 384-385 nn. 1 and 2.. 
37 Sec. 153(a) of the Revenue Act of 1942, 56 Stat. 847-848. 
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argue now that the omission of the key term is without consequence 
and cannot be used to infer Congressional intent to change substan- 
tially the state of the law as it existed under the 1939 Code. 

As meaningful in its draftsmanship is section 172 of the 1954 Code, 
the successor to section 122 of the 1939 Code. A careful reading of 
section 172 of the 1954 Code fails to disclose the use of the term ‘‘tax- 
payer,’’ except under the paragraphs dealing with the various mod- 
ifications to be made to the amount of a net operating loss. In con- 
trast, section 122(b) of the 1939 Code, in permitting carry-overs and 
carry-backs of net operating losses, talks about ‘‘the taxpayer’’ hav- 
ing a net operating loss. The omission in the 1954 Code is entirely 
consistent and appears to have been made deliberately, since the 
availability of a net operating loss as a carry-over was no longer in- 
tended to be confined to the ‘‘taxpayer’’ which suffered the loss.** By 
eliminating the term ‘‘taxpayer,’’ Congress has eliminated the point 
of contention from which arose the Libson Shops case. Congress, it 
is submitted, thereby has also eliminated the heart of the Supreme 
Court’s reasoning, since it was the Court’s conclusion that only to 
the extent of post-merger profits earned by the business activities of 
the former loss companies was the same ‘‘taxpayer’’ involved. We 
now are no longer required to look for the same ‘‘taxpayer.”’ 

At this point it is advisable to consider the consequences that 
would flow from a rule adopted by the Commissioner or some court 
with respect to the 1954 Code, restricting the use by a transferee, 
subsequent to a merger, of a net operating loss carry-over to the 
transferor’s assets from which the loss arose. Initially, as indicated 
previously, this would entail countless accounting and allocation 
problems. An even more profound result of such a rule of law would 
be a return to the practice of loss companies ‘‘acquiring,’’ by 
merger or otherwise, profit companies.*® In Libson Shops the Su- 
preme Court indicates by way of a footnote that such transactions 
would result in the continued availability of the operating loss to the 
acquiring loss corporation because a single taxpayer is involved.* 


88 For a similar view, see Newmarket Mfg. Co. v. United States, 233 F.2d 493, 497 (1st 
Cir. 1956). 

39 See WAGE, Ince., 19 T.C, 249 (1952) ; A. B. & Container Corp., 14 T.C. 842 (1950). In 
the WAGE case a dormant automobile sales agency, whose assets consisted of cash and 
other liquid assets, and which had an unused excess profits credit, acquired through a statu- 
tory merger an operating radio station. The A. B. § Container case involved the sale of all 
of the stock of a corporation which had suffered losses in the book business to individuals 
who, as partners, were engaged in a successful paper box business. Thereafter the paper 
box business was transferred to the corporation, and the book business was discontinued. 
In both cases the corporations succeeded in utilizing, respectively, the excess profits tax 
eredit and the net operating loss. 

40 Libson Shops, Inc. v. Koehler, supra note 18, at 390 n. 9. 
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A comparison of the approach set forth in the preceding para- 
graph with that contained in the statute and the legislative history 
could leave no doubt that Congress intended to and did completely 
discard the position of the Commissioner and the Supreme Court in 
Iibson Shops when it enacted sections 381 and 382 of the 1954 Code. 
Section 381 states clearly and unambiguously that where a corpora- 
tion transfers property to another corporation pursuant to a tax- 
free reorganization, the transferee corporation ‘‘shall succeed to 
and take into account’’ various items, including net operating loss 
carry-overs, ‘‘ of the distributor or transferor corporation....’’ *t In 
looking for even the slightest crack in this seemingly unequivocal 
postulate, the most that can be said is that the section does not specif- 
ically state that an operating loss which is carried over to the trans- 
feree may be offset against income of operating assets of the acquir- 
ing corporation. Likewise, however, there is no language in the 
statute which would limit to such an extent the availability of any 
items that may carry over. 

Although there appears to be no room for doubting the plain mean- 
ing of the statute, a study of the Committee Reports on this section 
reveals the answer conclusively. In relying on the Committee Re- 
ports for some guidance, it should be noted that this route is pre- 
cisely the same taken by the Supreme Court in Iibson Shops in 
reaching its conclusion that the operating loss was not to carry over 
to the taxpayer subsequent to the merger.‘ Thus, the House Com- 
mittee Report as contained in its general statement says: ** 

The courts have held, in general, that such tax attributes of a corporation 
may be preserved only by continuing the corporation’s identity. For example, 
the surviving corporation in a merger is generally entitled only to the tax at- 
tributes from its own premerger experience and not from the experience of 
the other corporations merged. More recently, however, this separate entity 
rule appears not to have been followed. 


Having thus created a factual hypothesis similar to that contained 
in Libson Shops, it continues by stating : ** 


The new rules enable the successor corporation to step into the ‘‘tax shoes’”’ 
of its predecessor corporation without necessarily conforming to artificial 
legal requirements which now exist under court-made law. Tax results of re- 
organizations are thereby made to depend less upon the form of the transac- 
tion than upon the economic integration of two or more separate businesses 
into a unified business enterprise. 


41 L.R.C. § 381(a) (2) (1954). 

42 Libson Shops, Inc. v. Koehler, supra note 18, at 386-387. 
43 H.R. Rep. No. 1337, 83d Cong., 2d Sess. 41 (1954). 

44 Ibid. 











178 TAX LAW REVIEW [Vol. 13: 


There is no reference in these two quotations to the requirement 
of an identity of business activities as a condition precedent to the 
acquiring corporation’s stepping into the ‘‘tax shoes’’ of the trans- 
feror corporation. To the contrary, the Report is explicit in applying 
its remarks to the economic integration of two or more separate 
businesses. Once so integrated, it is clear that Congress intended all 
of the profits of such corporation, whether derived from the business 
assets of the transferor or transferee corporation, to be offset by ex- 
isting operating losses, whether acquired from the transferor or al- 
ready existing with the transferee corporation.** 

To demonstrate the practical necessity of interpreting section 381 
as advocated, it is well to examine a final possibility which exists if 
the rationale of Libson Shops, narrowly construed, were applied to 
1954 Code transactions. Conceivably the Government could take the 
position that a net operating loss sticks to the precise business which 
incurred the loss, surviving or perishing with it. Hence, a corporate 
entity and its stockholders upon venturing into a given business 
must assume the risk that if economic conditions prove them to be 
poor prophets they wi!l have no opportunity to recoup their lost in- 
vestment by offsetting the loss against earnings of a new business 
upon which the same corporation, without a change in stock owner- 
ship, may embark after terminating the old. The corporation and its 
stockholders are thus told, in a most obvious ‘‘sink or swim’’ man- 
ner, that it will cost them dearly if they guess wrong on the type of 
business to engage in. 

If, as appears from the foregoing, such view results in far too 
severe a penalty to investors to be accorded serious consideration, it 
is necessary to adopt the approach suggested herein or, failing that, 
once again require loss companies to be the acquiring corporation in 
tax-free reorganizations if substantial assurance of continued avail- 
ability of the operating loss is sought, thereby exalting form over 
substance. Yet it is precisely the latter practice which Congress 
sought to eliminate when it enacted section 381.** To be required to 
return to this device would effectively nullify the entire purpose of 
the section in obvious derogation of clear Congressional intent. 


45 It is noteworthy that both the House and Senate Committees, in illustrating the rules 
under section 381 with respect to net operating loss carry-overs, set forth an example 
under which the acquiring corporation upon a merger takes over the net operating loss, as 
adjusted, of the merged corporation without any requirement that the loss be limited to the 
assets which produced it. See S. Rep. No. 1622, 83d Cong., 2d Sess. 275 (1954). 

46 Id. at 52. 
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Burpen or Tax Loss 


In enacting section 382, Congress at last pierced in part the ‘‘cor- 
porate veil’’ by recognizing to a limited extent that the burden of a 
tax loss is in essence borne by the stockholders of the corporation 
suffering the loss. Realistically this is a sound premise, for in fact it 
is the value of the stock of a corporation held by its stockholders 
which will decline proportionately to a decline in profits or the sus- 
taining of a loss by the corporation. A similar approach was taken by 
Judge Magruder in the Newmarket case. There, referring to this 
question of tax burden for what appears to be the first time in a 
decided case, he says: *” 

Whose burden? That of an artificial legal entity called a corporation, or that 
of the human beings doing business behind the corporate facade and who, 
alone, actually feel the pinch of taxation? 


Prior to 1954 the courts in cases relating to the acquisition of control 
of tax loss corporations ** tended to follow the principle of recogniz- 
ing the corporate entity as being distinct from its stockholders whose 
purchases resulted in the change of the controlling interest.*® In fact, 
it was the Commissioner in some of these cases who unsuccessfully 
contended that the ‘‘corporate veil’’ should be pierced in order to 
deny the use of an operating loss carry-over to a loss corporation 
which had acquired a profitable business and which pursuant thereto 
had a change in stock ownership.” 

Section 382(a), enacted with these cases in mind,™ prevents a cor- 
poration which incurred an operating loss from availing itself of 
such loss as a carry-over to a subsequent year if there has beena 
change in the stock ownership of such corporation, pursuant to a 
‘*purchase,’’ *? in excess of 50 percentage points among the ten larg- 
est stockholders within a two-year period from the date of the loss.™ 
Although on its face section 382(a) is intended to restrict the use of 


47 Newmarket Mfg. Co. v. United States, 233 F.2d 493, 497 (1st Cir. 1956). 

48 WAGE, Inc., 19 T.C. 249 (1952) ; A. B. & Container Corp., 14 T.C. 842 (1950). £.g., 
Alprosa Watch Corp., 11 T.C. 240 (1948). 

49 National Carbide Corp. v. Comm’r, 336 U.S. 422 (1949) ; Moline Properties, Ine. v. 
Comm’r, 319 U.S. 436 (1943) ; New Colonial Ice Co. v. Helvering, 292 U.S. 435 (1934). 

50 See note 48 supra. 

51 See 8. Rep. No. 1622, 83d Cong., 2d Sess. 53 (1954). 

52 For a definition of the term ‘‘ purchase’’ see section 382 (a) (4). 

53 True, in the event the corporation continues to carry on the same business as that 
which suffered the loss or, together with the continuation of such loss business, it adds 
another business, the carry-over is available regardless of the change in stock ownership. 
LR.C. § 382(a)(1)(C) (1954) ; H.R. Rep. No. 2543, 83d Cong., 2d Sess. (1954). In this 
respect the corporate entity is given priority over the stockholders. 
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an operating loss, it demonstrates Congress’ recognition that the 
ultimate benefit of tax losses should be preserved for the stockhold- 
ers whose net worth declined by reason of such losses. 

Congress was somewhat more explicit in recognizing the bearer of 
the burden of a tax loss in writing section 382(b). Here the share- 
holders of the loss corporation are required to own at least 20 per 
cent of the value of the outstanding stock of the transferee corpora- 
tion subsequent to the reorganization. To the extent that such 20 per 
cent interest is not transferred to the loss corporation shareholders, 
the transferee will have a reduction in the amount of the loss avail- 
able as a carry-over. The underlying thinking behind this require- 
ment is cogently expressed in the general statement of the Senate 
Finance Committee Report in the following terms: ‘‘ Your Commit- 
tee considers it appropriate to allow such carry-overs in full only 
when the shareholders of the transferor loss corporation have a sub- 
stantial continuing interest in the successor corporation.’’™ 

Accordingly, it is submitted, upon the economic integration of two 
or more separate businesses where a legitimate business purpose is 
served, an operating loss carry-over acquired from the transferor 
corporation should be made available to the unified business without 
restriction, providing the stockholders of the loss corporation have a 
substantial continuing interest in the surviving enterprise as defined 
under the statute. 


Tue CoMMISSIONER’s WEAPONS 


The acceptance of the foregoing principles leaves undisturbed the 
Commissioner’s potent weapons with which to defend against an ac- 
quisition made primarily for tax avoidance purposes. Section 269 of 
the 1954 Code, the successor to section 129 of the 1939 Code, has been 
materially strengthened by the addition of the provision creating a 
presumption that the primary purpose of an acquisition is tax avoid- 
ance where the consideration paid upon the acquisition is substanti- 
ally disproportionate to the aggregate of the adjusted basis of the 
property acquired and the tax benefits which such acquirer would 
thereby receive.® Furthermore, two recently decided cases under 
section 129 of the 1939 Code,** which are equally applicable to sec- 
tion 269, have substantially enlarged the scope of that section. No at- 
tempt is made here to minimize the difficulty the Commissioner has 


54 See note 51 supra. 

55 T.R.C. § 269(c) (1954). 

86 See Coastal Oil Storage Co. v. Comm’r, 242 F.2d 396 (4th Cir. 1957) ; American Pipe 
& Steel Corp. v. Comm ’r, 243 F.2d 125 (9th Cir. 1957). 
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generally encountered in section 129 cases.** Nevertheless, unless the 
evidence clearly points to tax avoidance as the primary purpose of 
an acquisition, the amalgamation of two businesses should be recog- 
nized and be accorded the treatment provided for under the plain 
meaning of section 381. As stated by the Senate Finance Committee 
in its general statement under section 269, this section was not in- 
tended to ‘‘ disallow the tax benefits otherwise available’’™ by virtue 
of acquisitions having a substantial business purpose. 


CoNncLUSION 


Prior to Libson Shops there was general agreement among tax 
practitioners that sections 381 and 382 were sufficiently clear in their 
import as to permit tax advice on the effect of carry-overs subse- 
quent to reorganizations to be given with substantial certainty. This 
belief was based upon Congress’ assertion that these sections were 
intended to eliminate the uncertainty which emanated from the fre- 
quently contradictory decisions of the courts. Thus, to attempt to 
superimpose the rationale of Libson Shops on section 381 would 
surely not provide for tax results to rest upon the ‘‘ economic inte- 
gration of two or more separate businesses into a unified business 
enterprise’’®® rather than upon such artificialities as the legal form 
of the reorganization. Instead of eliminating the uncertainties to 
which Congress addressed itself, it would result in returning the 
state of the law in this area to its former chaotic state. 

Certainty per se, it may be said, is not the sought-after goal. How- 
ever, when certainty is coupled with clear substantive provisions 
having as their basis a specific remedy, they should be interpreted 
as Congress intended. 


57 See, e.g., Comm’r vy. Chelsea Products, Inc., 197 F.2d 620 (3d Cir. 1952); Berlands, 
Inc., 16 T.C. 182 (1951); Alcorn Wholesale Co., 16 T.C. 75 (1951) ; Commodores Paint 
Terminal Corp., 11 T.C. 411 (1948) ; WAGE, Ine., 19 T.C. 249 (1952). 

58 See S. Rep. No. 1622, 83d Cong., 2d Sess. 39 (1954). 

59 See note 1 supra. 











Proposal for a Federally-Based New York 


* 
Personal Income Tax 
PETER MILLER 


by order to conform the New York personal income tax law more 
closely to the changing federal law, this article proposes that New 
York apply, with certain modifications, whatever detailed federal 
provisions defining taxable income are currently in effect. Under 
this proposal, future federal changes would automatically become 
part of the state law unless the New York legislature took affirma- 
tive action to eliminate or alter them. 

The various aspects of the proposal are discussed under the fol- 
lowing headings: 
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A. BacKGROUND OF THE ProposaL 


Although the kaleidoscopic changes in the federal income tax stat- 
ute are the subject of considerable public attention, their unfortu- 
nate consequences for the New York personal income tax are seldom 
appreciated. For numerous practical reasons discussed below, the 
state income tax should conform closely to the federal law. Non- 
conformity is justifiable only on constitutional, geographic, or other 
policy grounds. However, literally hundreds of discrepancies be- 


Peter MILLER is a member of the New York Bar and is associated with Chadbourne, 
Parke, Whiteside & Wolff, New York City. 

* This article is based upon a report by the author as chairman of cooperating subcom- 
mittees of the Committee on Taxation of the New York County Lawyers Association and 
the Committee on Personal Income Taxation of the New York State Bar Association, 
which adopted the proposal made in the report by resolution of its Executive Committee on 
September 28, 1957. Sections C and E were prepared from preliminary reports by George 
E. Buchanan, Alexander J. Bruen, Edward First, Edward Fogel, Charles Goodwin, Jr., 
Edwin M. Jones, Carter T. Louthan, John E. Morrissey, Jr., and James O. Wynn. How- 
ever, the views expressed in these sections differ in several respects.from those set forth 
in the preliminary reports. 

183 











184 TAX LAW REVIEW [Vol. 13: 


tween federal and New York law have arisen, primarily because the 
legislature has been unable to cope with the torrent of tax legislation 
pouring forth from Congress during recent years. 

Many of the present discrepancies between federal and New York 
rules have nuisance value disproportionate to their significance for 
the state revenues. For example, if an individual receives distribu- 
tions out of the long-term capital gains of a regulated investment 
company,’ New York requires him to eliminate this distribution 
from his capital gains and to add it to his dividend income.? If the 
taxpayer sells inherited property, the gain or loss shown in his fed- 
eral income tax return must be recalculated for New York income 
tax purposes if the property was included in the federal estate tax 
return at its ‘‘optional’’ value one year after the date of the death 
of the person from whom it was inherited.* New York allows deduc- 
tions for many federal taxes, e.g., excises on admissions, transporta- 
tion, and telephone service,* which are not deductible as taxes for 
federal income tax purposes.® Conversely, New York allows no de- 
ductions for income taxes paid to states or foreign countries * which 
can be deducted in the federal return.’ Particularly vexatious are 
the New York rules limiting the deductions for medical expenses 
and charitable contributions by percentages of ‘‘net income,”’ 1.e., 
income after other personal deductions,’ in contrast to the federal 
limitations based on ‘‘adjusted gross income,”’ i.e., income after 
business deductions but before personal deductions.® Again, income 
earned by a decedent which is received after his death is taxed for 
federal purposes when received by the estate or beneficiary,’® but 
usually it is taxed in the decedent’s last return for New York pur- 
poses." Innumerable other examples of non-conformity could be 
given. 

These long-standing discrepancies have been multiplied by the 
ever-increasing volume of federal statutory changes since about 


1 L.R.C. § 852(b) (3) (B) (1954). 

2A conforming bill, N.Y. Sen. Introductory Bill No. 2452, Pr. 2585, was passed at 
the 1957 session of the legislature but was properly vetoed by the Governor because of poor 
draftsmanship. 

3 Contrast I.R.C. § 1014(a) (1954) with N. Y. Tax Law § 353.6. 

4N.Y. Tax Law § 360.3. 

5 I.R.C. § 164(b) (3) (1954). 

6 N.Y. Tax Law § 360.3. 

7 I.R.C. § 164(a) and (b) (1954). 

8 N.Y. Tax Law § 360.10 and .15. 

9 I.R.C. §§ 170(b) and 213(a) and (b) (1954). 

10 I.R.C. § 691(a) (1954). 

11 N.Y. Tax Law § 358.1. 
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1950. Because of these changes several hundred bills are introduced 
at each session of the legislature, each proposing to alter one or 
more details of the Tax Law along the general lines of some recent 
federal amendment. Most of these bills are never reported out of 
committee, primarily because of poor draftsmanship, lack of inter- 
est, or the shortness of the session. For example, apart from minor 
rate reductions and a few so-called ‘‘humanizing’’ amendments,” 
the tax legislation of the 1956 session dealt exclusively with such 
innocuous trivia as authority to use 52 or 53-week fiscal years ; exclu- 
sion of certain employee death benefits up to $5,000; and disallow- 
ance of interest paid to purchase single-premium life insurance, en- 
dowment and annuity contracts.'* Not even a start was made toward 
incorporating the fundamental 1954 federal revisions affecting an- 
nuities, estates and trusts, partnerships, corporate readjustments, 
depreciation, and numerous other topics of general importance. The 
same was true of the 1957 session."* 

Although this delay is understandable even though not altogether 
justified, it points up but one of the serious practical obstacles en- 
countered under the present method of gradual conforming legisla- 
tion. Typically, amendments deal with only part of the area covered 
by the federal section to which they ‘‘conform’’ and contain many 
variations in phraseology unaccompanied by official commentary as 
to the reasons for these departures. Even where the substance is un- 
changed, the amendment will characteristically ‘‘look different’’ 
and be hard to find because it is rearranged to harmonize with the 
capsulated but cumbersome ‘‘style’’ of the existing New York stat- 
ute, e.g., by running together several federal subdivisions and tack- 
ing the new matter on to existing subsections already over-long and 
lacking adequate captions. Moreover, by the time such legislation is 
enacted and New York regulations are published, the federal statute 
itself may have been amended, so that the entire Sisyphean process 
must be repeated. 

The history of New York tax treatment of sick pay furnishes a 
good illustration of how the Tax Law develops under present con- 
ditions. Originally, the federal authorities were in conflict as to the 
taxibility of payments made to an employee by his employer (rather 
than his employer’s insurance company) on account of his illness.” 


12 E.g., N.Y. Tax Law § 362.2-a, .2-b, and .2-c, affording additional exemptions for tax- 
payers and spouses over age 65 or blind, which were added in 1956. 

13 N.Y. Sess. Laws 1956, c. 629. 

14 See Tobin, 1957 Tax Legislation, 29 N.Y. StaTE BaR BULL. 239 (1957). 

15 Contrast Epmeier v. United States, 199 F.2d 508 (7th Cir. 1952), with Anne G. Moholy 
v. United States, 235 F.2d 562 (9th Cir. 1956). 
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For federal tax purposes, this problem was resolved prospectively 
by the 1954 Code which provides, among other things, for the exemp- 
tion of wage continuation payments of up to $100 per week, whether 
or not financed through insurance.’* Similar provisions were then 
enacted by the legislature at its 1956 session ** but were vetoed by 
the Governor on the ground that they were not properly drafted.'® 
On April 1, 1957 the United States Supreme Court ruled that wage 
continuation payments were excludable by employees covered by 
uninsured plans under the pre-1954 federal law.’® Thereupon, on 
April 4, 1957, the New York State Tax Commission announced that 
it would follow the Supreme Court’s interpretation with respect to 
section 359.2(e) of the New York Tax Law.” This meant that New 
York taxpayers could exclude sick pay without regard to the $100 
per week limit and other restrictions in the 1954 Code. The Governor 
then called a special session of the legislature in June 1957, which 
reenacted conforming legislation imposing the $100 limit.** 

This tortuous development would have been unnecessary if the 
1954 federal amendment had automatically been incorporated into 
New York law by a federally-based state income tax. In this instance, 
the cost of non-conformity is a loss of revenue to the state for years 
prior to 1957, together with the nuisance and expense both to the 
state and to taxpayers of processing refund claims for those years. 


B. ADVANTAGES OF THE PROPOSAL 


1. In General. The case for a federally-based New York personal 
income tax is the case for conformity.” 

The most obvious advantage is, of course, in simplifying the tax- 
payer’s work in preparing his return and the state’s work in audit- 
ing it. The comparative simplicity of a federally-based tax can be 
illustrated by a procedure long applied by New York for corporation 


16 T.R.C. § 105(d) (1954). 

17 N.Y. Sen. Introductory Bill No. 2635 (1956). 

18 McKinney’s Sess. Laws of N.Y. 1732 (1956). 

19 Haynes v. United States, 353 U.S. 81 (1957). 

20 CCH N.Y. State Tax REP. J 15—734.80. 

21 N.Y. Sess. Laws 1957, ec. 1048. 

22 See generally Kassell, Progress Toward Achieving Uniformity in State Income Tax 
Administration in INCOME TAX ADMINISTRATION 292 (1948); Kassell, No Uniformity in 
State Income Taxes—Why?, 87 J. AccouNTANCY 293 (1949); Kassell, The Effect of the 
1954 Code on State Taxes, lecture delivered at Syracuse University College of Law Con- 
ference, Dec. 4, 1954; Kamins, Federally-Based State Income Taxes, 9 NAT’L Tax J. 46 
(1956) ; Miller, Iowa Finds Many Benefits in Year’s Use of Income Tax Law Based on 
Federal 1954 Code, 6 J. TAXATION 246 (1957) ; Palestin, Why States Don’t Follow Federal 
Income Tax Laws, 35 TaxgEs 629 (1957). 
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franchise tax purposes. Section 208.9 of the New York Tax Law 
provides: 

The term ‘‘entire net income’’ means total net income from all sources, 
which shall be presumably the same as the entire net income which the tax- 


payer is required to report to the United States treasury department, except 
as hereinafter provided. 


Pursuant to this provision Schedule A of the Corporation Franchise 
Tax Report on Form 3CT requires the taxpayer to ‘‘copy items 1 to 
30 from pages 2 and 3 of your federal return,’’ these items then be- 
ing followed by adjustments ** and allocations * to arrive at the New 
York tax base. Thus a substantial part of the return can be prepared 
and audited simply by referring to the federal return and revenue 
agent’s report. 

In accordance with this provision, numerous federal changes in 
the definition of taxable income have been incorporated in the New 
York corporate tax base quickly and without special legislation. Im- 
portant examples include 60-month amortization of certificated 
emergency facilities,” declining-balance depreciation,” expensing 
and amortization of outlays for research,” and amortization of or- 
ganizational costs.” 

Extending this practice from corporations to individuals would 
substantially encourage the present tendency of state courts and 
administrators to utilize the ever-growing volume of court decisions, 
administrative rulings, law review articles, and other materials con- 
struing the federal statute. At the present time published interpre- 
tations of the New York Tax Law are scanty, largely because the 
amount of tax in dispute rarely warrants the expense of litigation. 
Although interpretations of the federal law are sometimes conflict- 
ing or otherwise unsatisfactory, their application to state tax ques- 
tions would at least reduce unpredictability attributable to the lack 
of any authority in point. 

A federally-based tax would also make automatically and imme- 
diately available many federal provisions affording ‘‘relief’’ and 
‘‘incentives’’ in relatively specialized situations, e.g., fellowship 


23 E.g., carry-overs and carry-backs of net operating losses from other years are elimi- 
nated. N.Y. Tax Law § 208.9(b) (4). 

24 The tax base is a percentage of the taxpayer’s entire net income, this percentage 
being derived by comparing New York property, payroll, and sales with total property, 
payroll, and sales. N.Y. Tax Law § 210.3(a). 

25 I.R.C. § 168 (1954). 

26 T.R.C. § 167(b) (2) and (3) (1954). 

27 T.R.C. § 174 (1954). 

28 T.R.C. § 248 (1954). 
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grants ** and employee stock options.® Because they benefit rela- 
tively few taxpayers within a single state, provisions of this type 
rarely command sufficient public interest to impel their adoption by 
the legislature.*' The state would also benefit from the simultaneous 
incorporation of the many federal ‘‘loophole-closing’”’ provisions, 
e.g., denial of capital gain treatment in cases of ‘‘collapsible corpo- 
rations’’** and ‘‘preferred stock bail-outs,’’** which also seem to 
lack the impetus for separate enactment. Of course, in so far as pro- 
visions of the latter type presently deter tax avoidance, they already 
benefit the state. Conforming legislation would, however, increase 
state revenues where the taxpayer has ‘‘stepped over the line.’’ 

Another possible advantage of automatic conformity is that, once 
free of many problems involving the definition of taxable income, 
the legislature could concentrate upon questions of tax rates and 
exemptions and the allocation of income to sources within and with- 
out the state. Presumably the legislature would also be relieved of at 
least some of the pressures exerted by interested groups, whose at- 
tentions would be confined more largely to Congress. 

2. Effects Upon State Revenues. Perhaps the most serious practi- 
cal obstacle to a federally-based tax is the difficulty of predicting 
with reasonable accuracy the extent to which it will increase or de- 
crease the state’s revenues. 

Theoretically, any reduction in tax collections caused by the con- 
formity proposal could be offset by raising tax rates or lowering per- 
sonal exemptions. Practically, however, such adjustments may not 
be politically feasible, especially as they might affect taxpayers in 
the lower brackets, where the benefits of conformity would be less 
apparent. Accordingly, adoption of the conformity proposal may 
well depend upon a showing that it would not involve a serious loss 
of revenue. 

Recent federal experience has demonstrated the pitfalls in the 
way of forecasting the fiscal impact of even a single new tax provi- 
sion. A fortiori, the combined revenue effect of the hundreds of 


29 I.R.C. § 117 (1954). 

30 I.R.C. § 421 (1954). 

81 A condensed version of the federal ‘‘ restricted stock option’’ provisions (N.Y. As- 
sembly Introductory Bill No. 3170, Pr. 3305) was passed at the 1957 session of the legis- 
lature but was vetoed by the Governor. See Palestin, supra note 22, at 629. 

32 T.R.C. § 341 (1954). 

383 T.R.C. § 306 (1954). 

34 See discussion p. 191 infra. 

35 See H.R. Rep. No. 293, 84th Cong., 1st Sess. (1955), recommending repeal of sec- 
tions 452 and 462 of the 1954 Code: ‘‘ Last year when these provisions were enacted it was 
estimated by the Treasury Department that the total revenue loss involved in all of the ac- 
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technical changes involved in the conformity proposal may conceiv- 
ably be impossible to calculate. 

Notwithstanding these difficulties, however, it is recommended 
that a statistical study of the possible revenue consequences be 
made, preferably by the State Tax Commission. Such a study, even 
though not definitive, is desirable for whatever light it might be able 
to shed. The Commission would be in the best position to make the 
study, not only because of its access to all returns on file for prior 
years, but also because of its experience in evaluating the fiscal ef- 
fects of various tax proposals in the past. Presumably, the Commis- 
sion would require an appropriation of additional funds to finance 
the study. It is recommended that the legislature make the neces- 
sary funds available at an early date. 

Any attempt to estimate the potential impact of the conformity 
proposal upon tax collections should take into account possible dif- 
ferences between the theoretical tax base and the actual tax base. 
This distinction can be illustrated by the present status of employee 
‘trestricted’’ stock options. At present, the State Tax Commission 
may possibly argue that, for lack of special statutory provisions 
comparable to section 421 of the 1954 Code, such options give rise to 
ordinary taxable income when they are exercised. Theoretically, 
adoption of the federal provisions would cause New York to lose the 
revenue which otherwise would result from the exercise of such op- 
tions. Practically, however, the exercise of the options simply is not 
reported in New York tax returns, either because of inadvertence or 
because of the taxpayer’s adherence to the ‘‘proprietary’’ theory in 
the absence of a Court of Appeals decision comparable to the Lo Bue 
decision of the United States Supreme Court.** Thus, as a practical 
matter, the state is presently collecting from optionees little or no 
revenue which it would lose from adoption of the conformity pro- 
posal. 

Although use of the federal definition of taxable income may cause 
some reduction in the state’s theoretical tax base, any such reduc- 
tion would be at least partly counter-balanced—if not far outweighed 
—by many improvements made possible in enforcement procedures. 
At present, many taxpayers are likely to be far less conscientious 
in preparing their New York returns than their federal returns, 
largely because of the improbability that the New York returns will 


counting provisions was $47 million. From incomplete information now available it appears 
that the loss from these two provisions alone may well exceed $1 billion.’’ (1955-2 Cum. 
Butt. 852, 854.) ; 

36 Comm’r v. Lo Bue, 351 U.S. 243 (1956). 











190 TAX LAW REVIEW [Vol. 13: 


receive a comprehensive examination in the field. At most, a tax- 
payer is likely to receive a letter from Albany requesting some sub- 
stantiation of a few deductions claimed by him. This explains the 
substantial ineffectiveness of the present New York provision per- 
mitting additional assessments ‘‘at any time’’ against a taxpayer 
who fails to report promptly adjustments made in a federal audit.** 
Such a provision does not worry the man whose philosophy is ‘‘let 
the state catch me and then I’ll pay’’ because he believes that the 
state will never catch him. 

Identical tax rules would afford the state a speedy and inexpensive 
method of checking up on taxpayers of this type by simply compar- 
ing the starting figure in his New York return with the taxable in- 
come shown in his federal return. The mere publicizing of such a 
procedure would tend to deter future evasion and encourage volun- 
tary compliance. Moreover, the saving of time and expense to the 
State Income Tax Bureau would presumably enable it to check many 
more returns than at present. Thus, for many reasons, conformity 
can be expected to increase the collectibility of the New York income 
tax, whatever its effect may be upon the theoretical tax base. 

New York tax collections may be affected, not only when a feder- 
ally-based tax is first adopted, but also in subsequent years as the 
federal base is amended. Conceivably, the state’s revenues might 
fluctuate unpredictably because of tax changes initiated in Washing- 
ton. If an amendment affecting the current year were enacted by 
Congress after the close of the Legislative session in April, the state 
would not normally be in a position to nullify the amendment until 
the following January. 

Against this objection it can be argued that any delay in eliminat- 
ing undesired federal tax changes until the next session of the legis- 
lature is likely to cause little harm inasmuch as income tax rates have 
usually remained undetermined until then. Moreover, state revenues 
have long depended upon federal decisions on a host of issues vitally 
affecting the size of the income available for taxation by the state, 
e.g., decisions involving fiscal, monetary, agricultural, labor, wel- 
fare, defense, and foreign policies. Compared with the massive ef- 
fects of federal policies on these issues, revenue fluctuations from 
changes in technical tax rules affecting individuals, e.g., as to income 
from annuities and partnerships, are likely to be insignificant. It is 
noteworthy that New York has taken no steps to amend its federally- 
based corporation franchise tax despite the substantial loss of po- 


37 See reference in N.Y. Tax Law, § 373.1, to report of federal changes required under 
§ 367. 
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tential revenue during recent years from increased federal allow- 
ances for amortization, depreciation, and depletion. 

3. Effects Upon Taxpayers. At first impression it might seem that 
the chief beneficiaries of conformity would be well-to-do individuals 
with complex tax problems involving corporations, partnerships, 
trusts, annuities, etc. One may well ask why conformity—or its ab- 
sence—should be of any concern to the small taxpayer whose income 
consists entirely of his salary and savings bank interest, which will 
remain fully taxable irrespective of conformity legislation. 

Even small taxpayers are, however, often affected by divergencies 
in tax rules. Prior to the amendment adopted at the special session 
of the legislature this summer,* an employee’s exclusion for sick 
pay was figured by one set of rules for his federal return and another 
for his New York return. This continues to be true of his deduction 
for medical expenses * and the even more complex question whether 
to claim the medical deduction by itemizing deductions instead of 
claiming the ten per cent ‘‘standard’’ or ‘‘optional’’ deduction.” 
Thus, even the small taxpayer can easily become entangled in the 
web of distinctions between federal and New York rules. Moreover, 
he will usually have little competent advice as to these niceties from 
the candy-store ‘‘tax experts’’ who may assist him in preparing his 
returns. 

From the taxpayer’s viewpoint, the impact of the New York in- 
come tax depends upon a combination of three factors: (1) the indi- 
vidual’s top rate under the New York statute; (2) whether it is 
advantageous for him in his federal return to claim the $1,000 
‘‘standard deduction’’ in lieu of itemizing his deductions, including 
the deduction for New York income tax paid during the year; and 
(3) his top federal rate if he itemizes his federal deductions. 

The interaction of these three factors produces a bell-shaped pat- 
tern of effective New York income tax rates. At one end of the curve 
is the small taxpayer subject to the lowest federal and New York 
rates. This man receives little or no federal offset for his New York 
tax, either because he claims the federal ten per cent ‘‘standard de- 
duction’’ or because his top federal rate is low. Nevertheless, the 
New York tax cannot affect his economic behavior to any appreciable 
degree because the highest applicable statutory rate is only about 
three or four per cent. 


38 N.Y. Sess. Laws 1957, c. 1048. See discussion pp. 185-186 supra. 

39 Contrast the rules and limitations in I.R.C. § 213 (1954) with those in N.Y. Tax Law 
§ 360.15. F 

40 Contrast the rules in I.R.C. §§ 141-145 (1954) with those in N.Y. Tax Law § 360.18. 
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For very different reasons, the New York tax also has little impact 
upon the taxpayers with large incomes at the opposite end of the in- 
come scale. Although the major part of their income is taxed by New 
York at its top seven per cent rate, perhaps 60 per cent, 70 per cent, 
or 80 per cent of the New York tax is recouped through the federal 
deduction, so that the effective rate of the New York tax may be only 
three per cent, two per cent, or even less. 

It is therefore apparent that the New York tax burden is heaviest 
on taxpayers in the middle of the income scale, #.e., individuals with 
a part of their incomes over the $9,000 level, at which the top seven 
per cent rate comes into play, but not to such an extent as to be sub- 
ject to federal rates exceeding, say, 40 per cent. Thus a married man 
with net income of $18,000 before exemptions (federal $1,200; New 
York $2,500) would pay a New York tax of $835 (before ten per cent 
or other reduction) which might be deducted against top-bracket in- 
come taxable at a federal joint return rate of 34 per cent. For such 
taxpayers the effective New York rate will vary from about five per 
cent, if itemized federal deductions are claimed,* with federal rates 
of around 30 per cent, to the full seven per cent where the federal ten 
per cent ‘‘standard deduction”’ eliminates the federal offset entirely. 

The bell-shaped pattern of the impact of the New York tax is sig- 
nificant in several respects. First, a low-rate state income tax can- 
not exert any very significant influence on taxpayer behavior either 
for good or for ill. For example, the legislature in 1957 enacted an 
additional $400 exemption for a taxpayer with a dependent over age 
18 at college.*? Although the maximum possible saving from this pro- 
vision is only $28 per year even if the full seven per cent rate applies, 
the net effect is considerably less at both ends of the bell-shaped 
curve. 

This example also serves to provide at least a partial answer to 
one possible objection to the conformity proposal: that it would 
largely foreclose the legislature from exercising its independent 
judgment in the income tax field or, in colloquial terms, make the 
state tax ‘‘a tail on the federal kite.’’ The rate pattern reveals that 
no matter how the legislature may shape the personal income tax 
base, the tax cannot be an effective instrument to carry out public 
policies, such as the encouragement of higher education. Hence, the 


41 A low-income taxpayer will ordinarily find it advantageous to itemize his deductions 
only if he has unusual medical expenses or is a home owner paying mortgage interest and 


real property taxes. 
42 N.Y. Tax Law § 362.2, as amended by N.Y. Sess. Laws 1957, c. 724, applicable to 


taxable years commencing on and after January 1, 1957. 
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legislature’s surrender of power under the conformity proposal is 
largely illusory ; there is little real power to surrender. 

Another consequence of the bell-shaped curve is to limit New 
York’s ability to reduce the tax burden on individuals with higher 
incomes. Without taking any position as to the political question of 
whether ‘‘relief’’ for such taxpayers is desirable, it should be noted 
that any measures which reduce their New York income tax base or 
rate will ordinarily be offset by an increase in their federal income 
tax of perhaps 60 per cent, 70 per cent, or 80 per cent of the New 
York reduction. The taxpayer would thus receive the benefit of only 
40 per cent, 30 per cent, or 20 per cent of the New York reduction, the 
balance representing merely a shift of revenue from Albany to 
Washington. 

A third and more important corollary of the New York pattern of 
effective rates is that from the taxpayer’s viewpoint any New York 
tax advantages which he may presently enjoy by reason of divergen- 
cies from the federal tax rules are likely to be counter-balanced by 
the nuisance of complying with a second set of tax rules. Except in 
unusual cases there is rarely enough at stake for the taxpayer to 
compensate for the additional complexities. This is also true for the 
state, although to a lesser degree because the state’s revenues are 
not affected by any federal offset. 


C. Use sy Oruer States 


Four states out of some thirty-two imposing personal income taxes 
base their definitions of taxable income on references to the federal 
Internal Revenue Code. Each then makes certain adjustments to ar- 
rive at its own special definition. The four states are Vermont, Ken- 
tucky, Iowa, and Montana. 

Vermont and Montana base their definition of taxable income on 
the federal statute as currently in effect, thus automatically adopt- 
ing all amendments. In the case of Vermont, however, this is optional 
with the taxpayer ; otherwise the Vermont definition is based on ‘‘the 
Internal Revenue Code in effect on April 26, 1947.’’ * 

Kentucky in its statute refers to ‘‘the Internal Revenue Code in 
effect’’ on a specified date and keeps current by amending the refer- 
ence from time to time.** As most recently amended by Kentucky 
laws 1956, the present reference in the taxing statute is to ‘‘the In- 
ternal Revenue Code in effect on January 1, 1956.’’ 


43 Vr. Rev. Stat. § 932 VI (1947). 
44 Ky. Rev. Star. § 141.010(3) (1955). 
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The Iowa taxing statute simply refers to ‘‘the Internal Revenue 
Code of 1954’’ * and is silent as to the date thereof ; but the Director, 
Income Tax Division, has ruled that this means ‘‘the 1954 Internal 
Revenue Code... as enacted and not as amended.”’ 

The drafting technique varies. Vermont defines ‘‘net income for 
any taxable year’’ for Vermont purposes as meaning ‘‘the same as 
net income, defined under the laws of the United States in effect for 
such year,’’ *® subject to certain exclusions. Kentucky likewise makes 
the reference to the federal statute at the net income level, saying 
‘* ‘net income’ [for Kentucky purposes] ... means ‘taxable income’ 
as defined in section 63(a) of the Internal Revenue Code,’’ ** subject 
to specified adjustments. Iowa and Montana use as their starting 
points federal ‘‘adjusted gross income,’’ subject to adjustments, and 
in arriving at their respective ‘‘taxable income’’ or ‘‘net income’”’ 
allow certain deductions, again referring to the federal statute for 
those deductions, subject to certain exceptions.“ 

Adjustments to the federal definition of taxable income include in 
all four instances exemption from tax of interest on United States 
Government obligations and substitution of the particular state’s 
own scheme of personal exemptions in place of the federal scheme. 
Notable among other adjustments peculiar to the particular states 
are the following: 

Special local items are exempted.*® 

Capital gains and losses are completely excluded from the Ver- 
mont definition of ‘‘net income’’ and not taxed at all or allowed as 
deductions.” In Iowa an adjustment is provided to allow use of Jan- 


45 23 Iowa CopE ANN. § 422.7 (Supp. 1956). 

46 VT. Rev. Stat. § 932 VI (1947). 

47 Ky. Rev. Strat. § 141.010(3) (Supp. 1957). 

48 Iowa refers both to ‘‘the adjusted gross income as computed for federal income tax 
purposes under the Internal Revenue Code of 1954’’ and to ‘‘ [t]he total of contributions, 
interest, taxes, medical expense, child-care expense, losses and miscellaneous expenses de- 
ductible for federal income tax purposes under the Internal Revenue Code of 1954... .’’ 
23 Iowa CopE ANN. § 422.7 and .9 (Supp. 1956). 

Montana, after referring to ‘‘adjusted gross income as defined in Section 62 of the In- 
ternal Revenue Code of 1954 or as that section shall be labeled or amended,’’ refers sepa- 
rately with respect to deductions to ‘‘[t]he items referred to in Sections 161 and 211 of 
the Internal Revenue Code of 1954, or as Sections 161 and 211 shall be labeled or amended. 
. . .’? Mont. Rev. CopE §§ 84-4905 and 84-4906(a) (1947). 

49 Local items exempted from tax include: in Kentucky, dividends from Kentucky banks 
(Ky. Rev. Stat. § 141.010(9)(b) (1955)); in Montana, dividends from national banks 
having their situs in Montana and also veterans’ bonuses (MONT. REv. CoDE §§ 84—4905 (6) 
and 84~4907.1 (1947)); in Vermont, dividends from Vermont building and loan asso- 
ciations and Vermont Development Credit Corp., Vermont state employee pensions, and 
state agency teaching pensions (VT. Rev. Star. § 963 (1947) ). 

50 Vr. Rev. Stat. § 932 VI (1947). 
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uary 1, 1934 fair market value as the basis in computing gains and 
losses.** 

Interest from obligations of sister states is included in taxable 
income by Kentucky and Iowa. 

State income taxes are eliminated from deductions by Iowa and 
Montana, at least with respect to the taxing state’s own tax.*® 

Federal income tax is allowed as a deduction by Kentucky and 
Iowa; and refunds of federal income tax are included in income.™ 

‘*Net operating loss deduction’’ is eliminated by Kentucky, as is 
the partial exclusion of dividends under section 116 of the Internal 
Revenue Code. 

Also, Montana provides that its incorporation by reference of de- 
ductions under sections 161 and 211 of the Internal Revenue Code is 
subject to exception where it is in conflict with items specifically 
listed in the Montana statute as non-deductible.® 

Non-residents are apparently thought to present no problem. In 
general, the state statute simply has a provision to the effect that in 
the case of a non-resident the tax applies only to net income from 
property owned and from business, trade, profession, or occupation 
carried on in the state, excluding interest, dividends, and certain 
other items not connected with any local business. The precise lan- 
guage and details vary, of course, with each state. Montana, for ex- 
ample, adds a further provision to make sure that deductions in the 
case of a non-resident are likewise limited to those related to the 
income being taxed." Otherwise the computation of net income or 
taxable income of non-residents is based, as in the case of residents, 
on the federal definition and subject to the same specified adjust- 
ments. 


D. TrcunicaL ASPECTS OF THE PROPOSAL 


Constitutional, geographical, and other policy considerations 
require that the New York personal income base differ in certain re- 


51 Towa CopE ANN. § 422.7 (Supp. 1956). 

52 Ky. Rev. Srar. § 141.010(9) (e) (1955) ; Iowa CopE ANN. § 422.7 (Supp. 1956). 

53 Iowa Cope ANN. § 422.9 (Supp. 1956); Mont. Rev. CopE § 84-4906(a) (1947). 

54 Ky. Rev. Stat. § 141.010(9) (c) (1955) ; Iowa Cope ANN. § 422.9 (Supp. 1956). 

55 Ky. Rev. Star. § 141.010(9) (d) and (h) (1955) (Supp. 1957). 

56 As a general limitation on deductions by reference to the Internal Revenue Code, 
Montana lists certain categories of ‘‘non-deductible items,’’ including (1) personal living 
and family expenses, (2) expenditures for new buildings or for permanent improvements 
or betterments, (3) expenditures for restoring property or making good exhaustion for 
which allowance is or has been made, and (4) premiums on life insurance on life of officer 
or employee, etc., of a business carried on by the taxpayer when the taxpayer is a bene- 
ficiary. Mont. Rev. CopE § 84-4909 (1947). 

57 Mont. Rev. CopE § 84-4907 (1947). 
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spects from the federal base. It is believed, however, that these dif- 
ferences can be given due effect by means of adjustments to the fed- 
eral base and are not so fundamental as to make impractical the use 
of the federal base even as a starting point. 

Constitutional and similar requirements relating to interest on 
governmental bonds can readily be given effect by a series of adjust- 
ments to the federal base. These adjustments would involve (1) elim- 
ination of interest received on obligations of the United States,” (2) 
addition of interest received on obligations of states, municipalities, 
and other state instrumentalities outside New York, and possibly, 
but not necessarily, (3) recalculation of the deductible portion of in- 
vestment expenses allocable to taxable interest income as deter- 
mined under (1) and (2). 

In addition, the New York State Constitution exempts from in- 
come tax the pensions of all employees of the state and its subdivi- 
sions.* 

A more difficult problem arises in taxing the non-resident. Al- 
though both federal and state governments tax residents on their en- 
tire income from all sources, they differ in their methods of taxing 
non-residents. For federal tax purposes a non-resident alien is taxed, 
not only on income earned by personal services performed within 
the United States, but also on many types of investment income 
from sources here. By contrast, a non-resident of New York is 
taxed only on that part of his earned income which is allocated to his 
local activities within the state.** He is exempt from New York tax 
on all investment income,® partly because of practical difficulties in 
determining the portion of such income from New York sources. 
Thus, present federal and New York rules differ on such fundamen- 
tals as the definition of a non-resident, the types of income subject to 
tax (and sometimes withholding), and the methods of attributing 
earned income to locally-performed services. These important dif- 
ferences are not likely to be eliminated in the foreseeable future be- 


58 N.Y. Tax Law § 359.2d. 

59 I.R.C. § 103(a) (1) (1954). 

60 See I.R.C. § 265 (1954); Proposed Reg. Sec. 1.212-1(e) (1956); N.Y. Tax Law 
§ 361.5; and N.Y. Income Tax Reg. Art. 111-a. 

61 N.Y. Const. art. XVI, § 5. 

62 T.R.C. §§ 861(a) (3) and 871-876 (1954). 

3 I.R.C. §§ 861(a) (1), (2), (4), (5), (6) and 871-876 (1954). 

64 N.Y. Tax Law § 351. 

65 N.Y. Income Tax Reg. Art. 401. 

66 Cf. the method of allocating ‘‘subsidiary capital’’ for corporate franchise tax pur- 
poses. N.Y, Tax Law § 210.7. 

67 T.R.C. § 1441 (1954) ; N.Y. Tax Law § 366.1. 
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cause they reflect the fact that the United States is a comparatively 
self-contained economic unit, whereas constitutional and practical 
considerations limit New York’s power over the millions of com- 
muters and transients who reside outside the borders of the state. It 
is therefore apparent that the application of a federally-based state 
tax to non-residents presents technical problems. These problems 
are beyond the scope of this article. 

A federally-based state tax would involve at least one major group 
of substantive changes in existing New York law. These changes in- 
volve the treatment of capital gains and losses. Whether or not one 
sympathizes with the policy and details of the Internal Revenue 
Code on this subject, one must recognize the fact that the myriad 
rules as to qualification and disqualification for capital gains and 
loss treatment are integral, though not necessarily permanent, fea- 
tures of the federal income tax law. For example, many of the com- 
plex rules concerning corporate distributions, liquidations, organ- 
izations, and reorganizations ® are explicable only in terms of the 
attempt to draw the line between capital gain and ordinary income. 
This is also true of many rules affecting depreciation,” natural re- 
sources,”® franchises,” patents,” partnerships,” pensions,“ stock 
options,” short-sales,”* and a host of other specialized topics. For 
this reason New York cannot logically adopt a federally-based in- 
come tax without accepting most, if not all, of the current federal 
distinctions in the capital gains area. 

This would seem to require the acceptance by New York of both 
the distinction between long-term and short-term gains and the de- 
duction for one-half of net long-term gains.” It probably would not 
require the adoption of an ‘‘alternative rate.’’™ 

It is difficult to predict how these federal capital gains distinctions 
would affect New York’s revenues. The revenues would undoubtedly 
suffer to some extent from the adoption of the asymmetrical federal 


68 I.R.C. §§ 301-395 (1954). 

69 See, e.g., Industry Objections to Depreciation Regulations Reveal Many Problems 
Faced by Taxpayers, 4 J. TAXATION 204 (1956) ; Final Depreciation Regulations Fail to 
Adopt Recommended Provisions, 5 J. TAXATION 90 (1956). 

70 I.R.C. § 631 (1954). 

71 L.R.C. § 1241 (1954). 

72 T.R.C, § 1235 (1954). 

73 ILR.C. § 751 (1954). 

74 I.R.C. §§ 402(a) (2) and 403(a) (2) (1954). 

75 I.R.C. § 421 (1954). 

76 I.R.C. § 1233 (1954). 

77 ILR.C. §§ 1202 and 1222 (1954). 

78 I.R.C. § 1201(b) (1954). 
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rules providing capital gains and ordinary losses from sales and in- 
voluntary conversions of real and depreciable property used in a 
trade or business.”® On the other hand, what are now ordinary losses 
from non-business bad debts would be converted into capital losses.® 
On balance, changes of this type seem likely to result in a net loss of 
revenue, if only because taxpayers are frequently able to time the 
realization of their capital gains and losses for their own advantage. 

In addition to adjustments to reflect constitutional and other re- 
quirements as to interest from governmental bonds and pensions of 
state employees, adjustments would be required to eliminate all fed- 
eral deductions for personal exemptions, e.g., dependents, old-age, 
blindness, ete.** Although under the 1954 Code such exemptions are 
subtracted in arriving at federal taxable income, they are more prop- 
erly regarded as adjustments to the tax rate. They should therefore 
be added back to federal taxable income, which can then be reduced 
by whatever personal exemptions the state sees fit to allow in the 
light of its own revenue needs and standards of fairness. 

In order to avoid too many statutory exceptions to the federal 
rules, conformity should be regarded as an end.in itself. Thus, the 
Internal Revenue Code is honeycombed with effective dates reflect- 
ing a long history of federal court decisions and statutory amend- 
ments. In the case of annuities, for example, January 1, 1954 is the 
change-over date from a former method of taxation, requiring the 
taxation of three per cent of cost, to the present method, requiring 
cost to be amortized over the annuitant’s life expectancy.®? Argu- 
ably, a date such as this is irrelevant for New York tax purposes and 
should be replaced with a later date, probably the effective date of 
the proposed federally-based personal income tax legislation. Such 
logic would be self-defeating, however, because the whole purpose of 
conformity legislation is to eliminate complexities of this type. Con- 
sistency within the state tax structure should give way to consist- 
ency with the federal law.** 

New York may also wish to add back all federal deductions for 
state and foreign income taxes, particularly New York income taxes 
for earlier years paid during the current year. As the elimination of 
such deductions is not presently required for corporation franchise 


79 T.R.C. § 1231(a) (1954). 

80 Contrast N.Y. Tax Law § 360.7 with I.R.C. § 166(d) (1954). 

81 T.R.C. §§ 151-154 (1954). 

82 T.R.C. § 72 (1954), especially (c) (4). 

83 Similarly, the basis of property acquired before the effective date of the income tax 
should be its value on March 1, 1913 under I.R.C. § 1053 (1954) rather than January 1, 
1919 under N.Y. Tax Law § 353.2, assuming that this would be no constitutional objection. 
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tax purposes, however, a question of policy is presented as to 
whether they should be eliminated for personal income tax purposes. 

A question of policy is also presented as to the retention of the 
present deduction for life insurance premiums of up to $150." Ata 
top rate of seven per cent, the gross tax saving from this deduction 
can never exceed $10.50; the net saving is likely to be substantially 
smaller after taking into account the federal deduction for state in- 
come taxes. Subtraction of this deduction from federal taxable in- 
come therefore seems objectionable as reintroducing one of the 
trivial discrepancies which a federally-based state tax is intended to 
minimize. 


i. ConstTITUTIONALITY OF THE PROPOSAL 


Granting the advantages of a federally- based personal income tax 
in this state and assuming that all technical problems in drafting 
such legislation can be successfully resolved, attention must then be 
directed to the New York Constitution to determine whether it con- 
tains any prohibition against such legislation. If repugnant to one 
or more provisions of the present Constitution, adoption of the con- 
formity proposal would have to await a constitutional amendment to 
remove the impediment. 

Four provisions of the present New York Constitution may affect 
the conformity proposal. Each is considered in the following discus- 
sion. 

1. Article III, Section 1. Would the conformity proposal involve 
an unconstitutional delegation of legislative authority? 

In People v. Fire Association of Philadelphia ® the Court of Ap- 
peals ruled that the language of Article III, Section 1,%" is not as 
broad as it might at first appear. This case involved a New York 
statute which provided for the taxation of foreign insurance cor- 
porations doing business in New York at the same rate as that ap- 
plicable to New York corporations doing business in the foreign 
jurisdiction. The taxpayer, a Pennsylvania corporation, contended 
that to make the rate of taxation dependent upon the laws of another 
state was an unconstitutional delegation of legislative power. The 
Court rejected this contention on the ground that merely making a 
law contingent upon a future event (the act of another legislature) 


84 N.Y. Tax Law § 208.9(f). 

85 N.Y. Tax Law § 360.16. 

86 92 N.Y. 311 (1883). 

87 N.Y. Const. art. III, § 1 provides: ‘‘The legislative power of this State shall be 
vested in the Senate and Assembly.’? 
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is not an unconstitutional delegation if there is a dependent and 
causative connection and the legislature has made its own decision 
as to the expediency of the local statute on this ground. 

Applying this test, it would seem that the numerous practical ad- 
vantages of tax conformity, summarized earlier in this article, 
should furnish a sufficient ‘‘dependent or causative connection be- 
tween the domestic and foreign law.’’ Moreover, a federally-based 
state tax could easily be said to express ‘‘a legislative discretion 
which the foreign law and its possible mutations engender.’’ * 

These elements were clearly absent in Darweger v. Staats,®® the 
principal decision in which Article III, Section 1, was held to render 
legislation unconstitutional. That case involved a statute known as 
the ‘‘ Little NRA,’’ which made it a misdemeanor to violate any reg- 
ulation promulgated under any industry-wide code adopted under 
the Federal National Recovery Act.” 

The issue of delegation of legislative authority is also inherent in 
section 208.9 of the Tax Law, providing that for franchise tax pur- 
poses the term ‘‘entire net income’’ means ‘‘total net income from 
all sources, which shall be presumably the same.as the entire net in- 
come which the taxpayer is required to report to the United States 
treasury department... .’’®' However, the constitutionality of the 
New York franchise tax statute has never been tested in this respect, 
although the constitutionality of other aspects of Article 9-A has 
been upheld in a number of instances.” 

Despite the dearth of authority as to the constitutionality of sec- 
tion 208.9, it can perhaps be argued that its acceptance serves to 


88 See also People ex rel. Pratt v. Goldfogle, 242 N.Y. 277, 151 N.E. 452 (1926), and 
Alaska Steamship Co. v. Mullaney, 180 F.2d 805 (9th Cir. 1950), discussed infra. 

89 267 N.Y. 290, 196 N.E. 61 (1935). 

90 The statute provided that any such code was to become law in New York merely upon 
its being filed with the Secretary of State. The National Recovery Act permitted the as- 
sociation representing an industry to draw up a code of fair competition, and upon ap- 
proval by the President it would be adopted as law. A board was constituted to effectuate 
a code in any given industry which had power to fix prices and regulate competition. Thus 
Darweger v. Staats involved an example of delegation so extreme that the federal statute 
which it adopted was declared unconstitutional a few months later in Schechter Poultry 
Corp. v. United States, 295 U.S. 495 (1935), as an invalid delegation of law-making power 
by Congress. 

91 N.Y. Tax Law § 208.9. 

92 Application of Markt & Hammacher Co., 258 App. Div. 363, 16 N.Y.S.2d 774, aff’d, 
283 N.Y. 691, 28 N.E.2d 412 (1940) ; People ex rel. Retsof Mining Co. v. Graves, 255 App. 
Div. 921 (1938) ; City Bank Farmers Trust Co. v. Graves, 272 N.Y. 1, 3 N.E.2d 612 (1936) ; 
People ex rel. Salisbury Axle Co. v. Lynch, 259 N.Y. 228, 181 N.E, 460 (1932) ; People 
ex rel. Pierce-Arrow Motor Car Co. v. Knapp, 191 App. Div. 255, 181 N.Y. Supp. 456, 
aff’d, 229 N.Y. 629, 129 N.E. 935 (1920), aff’d, 260 U.S. 696 (1922); People ex rel. 
Alpha Portland Cement Co. v. Knapp, 230 N.Y. 48, 129 N.E. 202 (1920). 
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establish a standard of acceptable ‘‘delegation’’ or reference to ex- 
trinsic facts which should be persuasive in sustaining a federally- 
based New York personal income tax. 

New York State legislation imposing a minimum estate tax equal 
to the maximum credit allowable for federal estate tax purposes was 
sustained in Matter of Thalmann.” The short decision was grounded 
largely upon the Fire Association case.” 

Finally, the courts of other states have sustained their federally- 
based income taxes, although not alwaysasembodying future federal 
amendments. Thus, in Underwood Typewriter Co. v. Chamber- 
lain * the Supreme Court of Errors of Connecticut found no delega- 
tion of legislative authority in the use of federal net income as the 
base of the Connecticut ‘‘excise’’ tax on corporations. In Common- 
wealth v. Warner Bros. Theatres, Inc.* the Supreme Court of Penn- 
sylvania likewise found no delegation of legislative power in a 
Pennsylvania corporate net income tax act based on net income 
‘‘ascertained by the Federal Government... .’? South Carolina, 
Georgia, and Alaska decisions are discussed later. 

Although not altogether conclusive, the foregoing authorities 
strongly suggest that the proposed federally-based personal income 
tax would not be invalidated on the ground that it constitutes a dele- 
gation of legislative authority of the type prohibited in Article ITI, 
Section 1, of the New York Constitution. 

2. Article IIT, Section 16. Would a federally-based personal income 
tax constitute the incorporation in one statute of the terms of an- 
other statute by a mere reference thereto, which is prohibited by 
Article ITI, Section 16, of the New York Constitution? ” 

A mere reading of the section might suggest that any incorpora- 
tion by reference is prohibited. However, the courts of this state 
have followed the same practical approach adopted in the cases in- 
volving an alleged delegation of legislative authority. 


93177 Misc. 1055, 32 N.Y.S.2d 695 (Surr. Ct. N.Y. Co. 1941). 

94 The Thalmann decision is weakened somewhat as a precedent by the Surrogate’s ob- 
servation that if the tax were not paid to New York, it would be payable to the Federal 
Government, and that the ‘‘ objections to the constitutionality of the section might be dis- 
missed upon the familiar ground that one not injured by a statute cannot object to it as 
invalid.’ 

95 94 Conn. 47, 108 Atl. 154, aff’d, 254 U.S. 113 (1919). 

96 345 Pa. 270, 27 A.2d 62 (1942). 

97 N.Y. Const. art. III, § 16 provides: ‘‘No act shall be passed which shall provide that 
any existing law, or any part thereof, shall be made or deemed a part of said act, or which 
enacts that any existing law, or part thereof, shall be applicable, except by inserting it in 
such act.’’ 
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The leading case is People ex rel. Commissioners v. Banks, in 
which the Court of Appeals stated: * 


It is not necessary, in order to avoid a conflict with this article of the Con- 
stitution, to re-enact general laws whenever it is necessary to resort to them to 
carry into effect a special statute. Such cases are not within the letter or spirit 
of the Constitution, or the mischief intended to be remedied. By such a refer- 
ence the general statute is not incorporated into or made a part of the special 
statute. The right is given, the duty declared, or burden imposed by the spe- 
cial statute, but the enforcement of the right or duty, and the final imposition 
of the burden are directed to be in the form, and by the procedure given by 
the other and general laws of the State. Reference is made to such laws, not to 
affect or qualify the substance of the legislation or vary the terms of the act, 
but merely for the formal execution of the law. The evil in view in adopting 
this provision of the Constitution, was the incorporating into acts of the legis- 
lature by reference to other statutes, of clauses and provisions of which the 
legislators might be ignorant, and which affecting public or private interests 
in a manner and to an extent not disclosed upon the face of the act, a bill 
might become a law, which would not receive the sanction of the legislature if 
fully understood. 


In several cases Section 16 of Article III has been raised as a 
ground for challenging the validity of a taxing statute, but in each 
instance the statute was sustained.” Although the Court of Appeals 
has three times passed upon and upheld the applicability of section 
208.9 of the Tax Law,’ no constitutional issue was raised as to Sec- 
tion 16 of Article ITI.’ 

On the basis of the foregoing authorities it appears probable, 
though not certain, that a federally-based personal income tax stat- 
ute would not be regarded as an incorporation by reference which is 
prohibited by Section 16 of Article ITI of the New York Constitution. 

8. Article III, Section 22. Would the proposal violate Section 22 of 
Article III of the New York Constitution, which provides that every 
tax law shall distinctly state the tax and the object to which it is to be 


98 67 N.Y. 568 (1876). 

99 Id. at 575-576. See also People ex rel. Everson v. Lorillard, 135 N.Y. 285, 31 N.E. 1011 
(1892) ; People v. Mailman, 182 Misc. 870, 49 N.Y.S.2d 733 (Ct. Spec. Sess.) (1944), 
aff ’d 293 N.Y. 887, 59 N.E.2d 790 (1944). 

100 Matter of Thalmann, 177 Misc. 1055, 32 N.Y.S.2d 695 (Surr. Ct. N.Y. Co. 1941) ; 
O’Gara v. Joseph, 202 Mise. 28, 115 N.Y.S.2d 469 (1952) ; Lineham-Leary Corp. v. City of 
New York, 202 Mise. 25, 115 N.Y.S.2d 466 (1952) ; Mid-States Freight Lines v. Bates, 200 
Misc. 885, 111 N.Y.S.2d 568 (1952), aff’d, 279 App. Div. 451, 111 N.Y.8.2d 578, aff’d, 304 
N.Y. 700, 107 N.E.2d 603, reargument denied, 304 N.Y. 788, 109 N.E.2d 82 (1952). 

101 N.Y. Tax Law § 208.9. 

102 People ex rel. Standard Oil Co. v. Law, 237 N.Y. 142, 142 N.E. 446 (1923) ; People 
ex rel. Conway Co. v. Lynch, 258 N.Y. 245, 179 N.E. 483 (1932); People ex rel. Barcalo 
Mfg. Co. v. Knapp, 227 N.Y. 64, 124 N.E. 107 (1919). 
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applied and that it shall not be sufficient to refer to any other law to 
fix such tax or object? 1 

This provision should provide no stumbling block to conformity 
legislation in view of Matter of McPherson. There the Court of 
Appeals ruled that the section did not invalidate the succession tax 
imposed by the Laws of 1885. The Court reasoned: *” 


The object of the constitutional provision was to convey information to the 
members of the legislature and to the people, and it should have a practical 
construction, with a view to accomplish its purpose so far as attainable, and 
to carry out the policy which we may assume dictated it. 

The tax imposed by this act is a permanent one. It is always uncertain upon 
whom it will fall and how much revenue it will produce. It would have been 
impossible for the legislature, perhaps years in advance, to specify the par- 
ticular objects to which the tax should be applied, and we are of opinion that 
this section of the Constitution was intended to apply to the annual recurring 
taxes known at the time of the adoption of the Constitution and imposed gen- 
erally upon the entire property of the state. The legislature would know defi- 
nitely the objects for which such taxes were imposed, and could anticipate, 
with some certainty, the amount which they would produce; and in their 
imposition it was deemed important by the framers of the Constitution that 
the object of the tax should be stated. But we do not think that the policy 
embodied in the section had any reference to special taxes which may be col- 
lected in a variety of ways under general laws, such as auction duties, excise 
duties, taxes on business or particular trades, avocations [sic] or special 
classes of property. 


The state personal income tax is not a tax ‘‘known at the time of 
the adoption of the Constitution and imposed generally upon the en- 
tire property of the state’’ and therefore should not come within the 
scope of Section 22. 

No difficulty should be encountered with the second part of Section 
22 which provides that the object to which the tax will be applied 
must appear on the face of the statute. In People ex rel. Burrows v. 
Supervisors of Orange County *” a provision that the tax ‘‘shall be 
paid into the treasury of the state to the credit of the general fund’’ 
was held to be sufficient compliance with Section 22. Likewise, in 


103 N.Y. Const. art. ITT, § 22. 

104 104 N.Y. 306, 10 N.E. 685 (1887). 

105 Td. at 319-320, 10 N.E. 687. 

106 A federally-based income tax can easily be distinguished from a case such as People 
ex rel. Hopkins v. Board of Supervisors of Kings County, 52 N.Y. 556 (1873), in which 
a tax law was held to violate Section 22. In that case the legislature specified a maximum 
tax rate but gave an administrative agency the power to collect the tax at a lower rate if 
the agency determined that less money was needed to complete the project in question. 
This was held to be unconstitutional, since the agency rather than the legislature fixed 
the rate of taxation. 

107 17 N.Y. 235 (1858). 
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People v. The Home Insurance Co. the words ‘‘applicable to the 
payment of the ordinary and current expenses of the state’’ was held 
to be sufficient. 

4, Article XVI, Section 1. Would a federally-based personal in- 
come tax violate Article XVI, Section 1, of the Constitution, which 
provides that ‘‘The power of taxation shall never be surrendered, 
suspended or contracted away... .’’?? 

Although there appears to be no court decision in point, it seems 
reasonably clear that the incorporation of the federal definition of 
net income would involve the exercise, rather than the ‘‘surrender,”’ 
of the power of taxation. Moreover, the legislature would retain the 
power to modify or repeal this definition at any time. 

Article XVI, Section 1, also provides that ‘‘ Exemptions from tax- 
ation may be granted only by general laws.’’ “° If New York should 
adopt the federal definition of net income from personal income tax, 
it is probable that some types of income, theretofore includible in 
income for New York tax purposes, would thereafter be excluded. 
However, even if one assumes that exclusion is equivalent to ‘‘ex- 
emption,’’ this should not violate the Constitution because the fed- 
eral definition of income would be part of what is presumably a ‘‘ gen- 
eral law,’’ whereas the constitutional prohibition is limited to 
exemptions granted by laws which are not ‘‘general.’’ 

5. Effect of Future Federal Amendments. Although section 208.9 
of the Tax Law has automatically incorporated into the franchise 
tax all pertinent post-1917 federal income tax amendments, this as- 
pect of the statute appears never to have been considered by the New 
York courts. Some support for its constitutionality can, however, be 
found in People v. Fire Association of Philadelphia, discussed 
earlier, relating to delegation of legislative authority. The Court of 
Appeals reasoned : ** 

But if, when our statute was passed, there had been in existence a law of 
Pennsylvania, imposing upon New York companies a license fee of three per 
cent, and because of that fact our legislature had enacted that all Pennsyl- 
vania companies should pay a license fee of three per cent, would that law 
have been a delegation of legislative authority to the State of Pennsylvania? 
Most clearly not, although the fact of the foreign law lay at the foundation of 
our legislative judgment and discretion. And if, within a month, the foreign 


law changed the impost to four per cent, and our own legislature, again ascer- 
taining the fact, and because of it should change our tax to four per cent, 


108 92 N.Y. 328 (1883). 

109 N.Y. Const. art. XVI, § 1. 

110 Ibid. 

111 People v. Fire Association of Philadelphia, 92 N.Y. 311, 318-319 (1883) ; emphasis 


added. 
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would that be Pennsylvania legislation and not our own? And what would be 
certainly constitutional if done seriatim, by several and separate acts, does it 
become unconstitutional when the same precise and identical result, founded 
upon exactly the same legislative discretion, is accomplished by one? If so, a 
grave constitutional question is made to turn upon the bare form instead of 
the substance of legislative action. It seems to us that the whole difficulty 
arises from a failure to regard the foreign law, relatively to our own legisla- 
tion, as simply and purely an extrinsic and contingent fact. Such fact, like 
any other, may justly influence and even occasion legislative action, without 
at all changing its nature, destroying its discretion or abridging its duties or 
its judgment. Most laws are made to meet future facts. They are complete 
when passed, but sleep until the contingency contemplated sets them in opera- 
tion. 


The Fire Association case was followed in People ex rel. Pratt v. 
Goldfogle.? That case involved a state tax on ‘‘moneyed capital ... 
coming into competition with the business of National banks.’’ It 
was argued that the tax was unconstitutional because it depended 
upon the action of the United States Congress since the business of 
national banks could be enlarged or diminished by Congress and 
therefore gave Congress the indirect power to determine what 
should be subject to taxation in New York. This contention was re- 
jected. The Court stated that the New York legislature could ‘‘make 
its classification and description of the property flexible so that they 
would be adjustable to conditions thereafter arising rather than 
[be] compelled to adopt a new statute every time that some change 
in the business to be transacted by National banks was made.’’ ™* 

Section 363.1 of the New York Tax Law allows a non-resident a 
credit for income tax paid to the state of residence, if such state im- 
poses an income tax and allows a similar credit to residents of New 
York.’ Section 363.2 allows a resident a credit for income tax paid 
to the state from which income is derived, if such state does not allow 
a resident of New York a credit against its income tax for his New 
York income tax.'® Both section 363.1 and section 363.2 make the 
amount of tax payable to New York depend upon tax legislation en- 
acted by other states from time to time. 

For New York estate tax purposes section 249-r.9 of the Tax Law 
provides that the value of the gross estate shall include life insur- 
ance : 176 


9. To the extent of the amount receivable by all other beneficiaries [other 
than the executor] as insurance under policies upon the life of the decedent 


112 242 N.Y. 277, 151 N.E. 452 (1926). 
118 Jd. at 292, 151 N.E. 457. 

114. N.Y. Tax Law § 363.1. 

115 N.Y. Tax Law § 363.2 (Supp. 1957). 
116 N.Y. Tax Law § 249-r.9. 
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to the extent that such amount is required to be included in the gross estate 
under the provisions for the taxing of estates contained in any revenue act of 
the United States applicable to the estate of the decedent. 


Here the New York tax statute incorporates by reference the provi- 
sions of the Internal Revenue Code in effect from time to time. Thus 
the amendment made by the 1954 Code, eliminating the payment-of- 
premiums test for including life insurance in the federal gross es- 
tate, automatically eliminates this test for New York estate tax pur- 
poses as of the effective date of the federal amendment. 

Although the New York decisions are encouraging by reason of 
their liberal reasoning as to future changes in foreign law, they are 
hardly conclusive because they do not deal with income tax conform- 
ity. In the latter area a more restrictive approach is taken by the 
respective Supreme Courts of South Carolina and Georgia. 

Santee Mills v. Query™' involved a South Carolina income tax 
statute which provided that the state tax would be one-third of the 
amount required to be paid as income tax to the United States. 

The Court sustained the tax but interpreted the statute as appli- 
cable only to the federal law and regulations in effect at the time the 
state law was adopted. It implied, however, that if the law were 
deemed to have prospective effect, it might well be unconstitutional. 

A similar decision was reached some years later in a test of a 
Georgia income tax statute in Featherstone v. Norman,'® where the 
Supreme Court of Georgia stated: ™° 

Adoption of existing exemptions and an existing method is not a delegation 
to Congress of the legislative power of the state. Santee Mills v. Query, 122 
S.C. 158, 115 S.E. 202. This act in no way undertakes to make future federal 
legislation a part of the law of this state upon that subject. When a statute 
adopts a part or all of another statute, domestic or foreign, general or local, 
by specific and descriptive reference thereto, the adoption takes the statute as 
it exists at that time. 


The opinion also indicates that legislation giving effect to future 
changes in the federal law or regulations would be considered uncon- 
stitutional rather than merely improper as a matter of statutory 
construction. 

The most recent case in this area represents a more liberal view. 
Alaska Steamship Company v. Mullaney involved a 1949 enact- 


117 122 8.0. 158, 115 S.E. 202 (1922). 
118 170 Ga. 370, 153 S.E. 58 (1930). 
119 Jd. at 153 8.E. 70; emphasis added. 
120 180 F.2d 805 (9th Cir. 1950). 
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ment of the Alaska legislature, providing that the income tax on 
both individuals and corporations would be a straight ten per cent of 
the total income tax payable for the same taxable year to the United 
States pursuant to the Internal Revenue Code ‘‘as now in effect or 
hereafter amended’’ and regulations promulgated thereunder. In 
sustaining the statute, the Court of Appeals for the Ninth Cireuit 
stated : 17? 


We do not overlook the fact that if the words ‘‘or hereafter amended”’ 
were dropped from the Act what remains would, in the long run, be unwork- 
able under the legislative scheme here devised, for if the federal income tax 
requirements were changed substantially by future amendments, it would be 
impossible, administratively, to calculate the Alaska income tax merely by 
dividing the tax shown on the federal return by 10. That is a hypothetical 
question which conceivably may never arise. Commonwealth v. Alderman, 
275 Pa. 483, 487, 119 A.551, 553. 

We think it is far from clear that any invalid delegation is attempted. 
There are of course many cases which have held attempts by a legislative body 
to incorporate provisions into its enactments by reference to future acts or 
amendments by other legislatures, to be invalid. But where it can be said that 
the attempt to make the local law conform to future changes elsewhere is not 
a mere labor-saving device for the legislators, but is undertaken in order to 
attain a uniformity which is in itself an important object of the proposed 
legislative scheme, there are a number of precedents for an approval of this 
sort of thing. Reciprocal and retaliatory legislation falls in this category. 
People v. Fire Ass’n of Philadelphia, 92 N.Y. 311, 44 Am. Rep. 380. 


It may be noted that of the four states now having personal in- 
come tax conformity statutes, only Montana’s is based entirely on 
the Internal Revenue Code in effect from time to time. Kentucky 
keeps current by amending ‘‘the Internal Revenue Code of 1954’’ 
which has been construed as embracing the Code ‘‘as enacted and 
not as amended.’’ The Vermont statute is based on ‘‘the Internal 
Revenue Code in effect on April 26, 1947’’ but gives the taxpayer an 
option to be governed by all subsequent amendments. 


F. Summary or ConcLusions AND RECOMMENDATIONS 


Adoption of a federally-based New York personal income tax is 
considered highly desirable because of its numerous practical ad- 
vantages both for the state and for taxpayers. The complexities aris- 
ing out of two separate sets of tax rules are not justified, especially 
in view of the low New York rate scale. In particular, administration 
of the state income tax could be enormously improved if the tax were 


121 Td. at 816. 
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made an adjunct of the federal tax with its higher standards of en- 
forcement. 

Adoption of the proposal should not require a constitutional 
amendment but should await the resolution of questions relating to 
its (a) technical and (b) revenue aspects. 

Although the authorities are by no means conclusive, careful 
analysis indicates that there is no clear constitutional impediment 
to personal income tax conformity legislation parallel to the statute 
long in effect under the corporation franchise tax, i.e., a statute em- 
bodying a rebuttable presumption as to the correctness of the deter- 
mination of the federal authorities. If this franchise tax reference is 
constitutional, then a similar reference in the personal income tax 
provisions would also seem to be constitutional. Moreover, except 
for a few out-of-state cases, the pertinent court decisions tend to 
support the validity of a federally-based personal income tax even 
if future federal changes are incorporated. Accordingly, the enact- 
ment of conformity legislation should not require any amendment 
of the present New York Constitution. The chances of favorable 
legislative action upon the proposal would, however, be considerably 
enhanced if the Constitution were amended to eliminate completely 
the possibility of objection to the proposal on constitutional grounds. 

A constitutional provision along the following lines would appear 
adequate: 


The legislature shall have power to lay and collect taxes on incomes and in 
the computation thereof may refer to incomes computed under the internal 
revenue laws of the United States as may be in effect from time to time, sub- 
ject to such modifications as the legislature may deem necessary or appropri- 
ate. 


Conformity legislation must embody a comprehensive list of the 
technical adjustments necessary or appropriate to adapt the federal 
tax base for state purposes, e.g., to exclude interest on federal bonds. 
The making of such a list requires detailed study of all of the income 
tax provisions of the Internal Revenue Code. Accordingly, it is desir- 
able that a staff of experts be employed to draft a statute including 
the appropriate technical adjustments. 

Finally, there is the question of the possible effects of conformity 
legislation upon the size of the revenue from the personal income 
tax. It will be very difficult to prove in advance that the state’s col- 
lections will not be reduced. This uncertainty will undoubtedly be 
the most serious practical obstacle to the adoption of such legisla- 
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tion. It would seem advisable, therefore, that a study be made, pos- 
sibly under the auspices of or in cooperation with the State Tax 
Commission, to determine whether and to what extent conformity 
would be likely to affect the yield of the tax. Although not conclusive, 
such a study might provide at least a working estimate of the rev- 
enue involved, which would assist the legislature in weighing the 
proposal. Moreover, if the study should indicate that one or more 
specific federal provisions would result in loss of substantial rev- 
enue, such provisions might be eliminated, at least temporarily, by 
technical adjustments in the conformity statute similar to those to 
eliminate interest on federal bonds, ete. 











On the Theoretical Equity of an 
Averaging Concept for Income 


Tax Purposes 
WILBUR A. STEGER 


Witte a progressive tax rate structure, taxpayers with fluctuating 
incomes often pay a higher multi-annual tax than do those with the 
same multi-annual total taxable income but received in a stable flow. 
This incontrovertible fact has prompted many to advocate one or 
another proposal to allow, for tax purposes, the averaging of tax- 
able income over a period of years.’ Averaging proposals must rest 
their case not so much on this ‘‘incontrovertible fact,’’ however, as 
on the premise that taxpayers with equal multi-annual taxable in- 
comes should pay the same total taxes, regardless of the time se- 
quence of their annual income. No other premise seems logically 
compelling. 

Surprisingly, particularly in view of the popularity of the averag- 
ing concept, no investigation of the equity of this premise has been 
undertaken. Instead, those who are somewhat dubious of the desir- 
ability of averaging are ordinarily burdened with having to show 
why two taxpayers with the same multi-annual total income should 
not pay the same total taxes. Some possible reasons why they should 
not pay the same total taxes are tentatively set forth in the pages 
which follow. It should be made clear at first that the analysis which 
follows is far from rigorous and unambiguous. No rigorous criteria 
of tax ‘‘equity’’ actually exist. However, the analysis will shed some 
light on the basic problem in which averaging is rooted—the interac- 
tion between the timing of income and its taxation. 

To judge the justness of the averaging proposal, it is necessary to 
assume that after the averaging system is introduced tax revenues 


Witsur A. Stecer (Ph.D. 1956, Harvard University) is presently an economist with 
Rand Corporation, Santa Monica, California. 

1 The income tax systems of Canada and the United States in fact allow such averaging 
in specified, limited situations, such as for recipients of income from certain agrarian pur- 
suits (Canada) or lump-sum receipts due to several years’ exertion (United States). For 
a general description and analysis of the possible averaging systems, see WILLIS, THE 
MITIGATION OF THE TAX PENALTY ON FLUCTUATING OR IRREGULAR INCOME (1951). For a 
statistical analysis of what the results of using some of these systems might be, see Steger, 
Averaging Income for Tax Purposes: A Statistical Study, 9 NaT’L Tax J. 97 (1956). 
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remain the same as before. Unless otherwise stated, the assumption 
will be made that an across-the-board increase in income tax rates 
will be made to compensate for the loss of revenue due to the intro- 
duction of averaging. Unless such an assumption is made, no test of 
the ‘‘fairness’’ of averaging is possible. 


I. Averacine Micut Increase Taxpayers’ Tora ‘‘SacriFice’’ 


If total taxes remain the same, taxpayers with fluctuating incomes 
will be paying a smaller portion of the total taxes, and those with 
relatively stable incomes will be paying a relatively larger portion. 
Traditional economic (i.e., utility) analysis tells us that such a redis- 
tribution would increase the total sacrifice made by taxpayers in 
supporting their Government. 

The fundamental assumption of utility-analysis is that each suc- 
cessive addition to an individual’s income yields smaller amounts of 
satisfaction (or ‘‘utils’’). Thus, the $1,000 of income raising an in- 
dividual from the $4,000 to the $5,000 income level is said to yield 
greater satisfaction than the $1,000 of income raising him from 
$5,000 to $6,000. If this is so, then the taxpayer making $5,000 in two 
successive years is said to receive a greater satisfaction from his in- 
come than does the person with a fluctuating income of $6,000 in one 
year and $4,000 in the other. The satisfaction yielded by the $1,000 
in the bountiful year, it is alleged, does not compensate for the loss 
of satisfaction in the ‘‘off’’ year.? This effect is reinforced, psychol- 
ogists tell us, because substantial ‘‘pain’’ is involved when an indi- 
vidual cuts back his consumption from a previously higher living 
standard. Thus, fluctuating income receivers are said to receive less 
total satisfaction from their multi-annual incomes than do those 
receiving the same total income but in a stable flow. 

If this argument is correct, a tax revision which places more dis- 
posable income (i.e., income after taxes) in the hands of those with 
fluctuating incomes by taking disposable income from those with 
stable incomes must result in a lowering of total satisfaction result- 
ing from total income left after taxes are paid. In other words, since 
under averaging those who receive greater amounts of pleasure out 
of their incomes would be paying a relatively larger share of the 
taxes, total sacrifice incurred by the tax-paying population would 
increase. 

2 This is true, of course, only on the assumption that those with fluctuating incomes also 
consume their incomes in a fluctuating manner, that is, they do not stabilize their con- 
sumption by saving for the lean years. The validity of this assumption is examined 
hereafter. 
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Two cogent counter-arguments might be made, however. The first 
holds that even if inter-personal comparisons of utility could be 
made—which is strongly to be doubted—there are many reasons to 
believe that each successive addition to an individual’s income does 
not yield smaller amounts of satisfaction. The individuals with the 
temporarily higher income may enjoy a certain degree of compli- 
mental pleasure (with goods that they have purchased earlier) in 
consumption which could not be attained by the stable income re- 
ceiver. Furthermore, these individuals may have achieved certain 
socio-economic positions which are attainable only at higher (albeit 
temporary) incomes. Who is to say that such a fling does not often 
yield considerable satisfactions which may considerably outweigh 
the disadvantages encountered with falling income? 

The counter-argument acknowledges that fluctuating income re- 
cipients probably obtain a smaller satisfaction from their incomes. 
However, it rejects the ‘‘minimum aggregate sacrifice’’ doctrine, 
which holds that fluctuating income recipients should pay relatively 
higher taxes since they sacrifice less in paying their taxes, as a cri- 
terion for determining who should pay taxes. Rather, it favors the 
principle that taxation should correct ‘‘inequities’’ that exist as be- 
tween taxpayers. At the very least, it favors a tax system which does 
not create inequities or exaggerate those that exist in the absence of 
a tax system. The fact that fluctuating income taxpayers do not re- 
ceive as much satisfaction as do other taxpayers should mean, ac- 
cording to this reasoning, anything but a heavier tax on those with 
fluctuating incomes. The non-extremist supporters of this contention 
believe that the tax system should equalize taxes as between all tax- 
payers receiving the same total incomes over a period of time. Car- 
ried to the extreme, of course, this line of argument would hold that 
those with fluctuating incomes should pay less taxes than others. 

This reasoning may be phrased in another way : Those with fluctu- 
ating incomes have less ‘‘ability to pay’’ than do those with stable 
incomes. The ability-to-pay doctrine, which may give very different 
tax results than the minimum-aggregate-sacrifice doctrine, holds the 
ethical position that tax law should not favor those who are ‘‘better 
off’’ due to non-tax circumstances (for example, such as possessing 
a stable income flow). The ability-to-pay principle has had consider- 
able appeal for public finance theorists in recent years. Unfortu- 
nately, however, it does not always point to an unambiguous policy. 
In fact, some interpretations of the ability-to-pay principle would 
deny the validity of the case for averaging. 
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II. Apmiry To Pay anp AVERAGING 


Proponents of the ability-to-pay principle for tax purposes usu- 
ally argue that those with higher incomes possess a greater ability 
to pay taxes. The reasoning often used to justify the presence of per- 
sonal exemptions is: only those having a potential margin for saving 
after ‘‘essentials’’ are met out of income should be taxed at all, and 
those with potential savings should be taxed in proportion to the 
amount of such potential saving. In effect, there would be a higher 
tax on savings since ‘‘the ability of the man who has savings is 
greater.’’® 

This concept has relevance for the averaging problem because 
fluctuating income receivers have a different savings pattern than 
do stable income receivers. Statistical studies* show that people with 
fluctuating incomes save a larger percentage at each income level 
than do people with stable incomes. In other words, individuals may 
not instantly adjust their expenditures to a new level of income. Fur- 
thermore, expenditures at a given income level are lower if income 
has risen to that level rather than fallen to that level. The best ex- 
planation of the tendency for recipients of income increases to save 
a large portion of their incomes is either (1) that most people expect 
their increase to be temporary, or (2) even if they regard it as per- 
manent, asset holdings (1.e., cumulative savings) first have to in- 
crease to a certain level, ‘‘ which will enable the household to live for 
the rest of its expected life on a scale commensurate with the new 
level of income,’’ ® before spendings increase to that new level. Thus, 
people save in order to accumulate assets which can be used as a 
cushion against major income variations. 

The fact that individuals with fluctuating income tend to save more 
out of any given income would seem to indicate that fluctuating in- 
come taxpayers have greater ability to pay than stable income re- 
cipients. Taxation of this group results in less consumption and 
more savings being sacrificed. To use this as an argument against 
averaging, however, one would have to show that fluctuating income 
recipients actually spend less over a lifetime; only if fluctuating in- 


8 Seligman in Tax InstiITuTE, Capital Gains Taxation, 29 (1946). Most supporters of the 
ability-to-pay principle do not so explicitly rank savings on a lower order when looking at 
how income is allocated. 

4 Mack, The Direction of Change in Income and the Consumption Function, 30 REv. 
Econ. & Stratis. 239 (1948); CocHRANE AND GRIGG, THE CHANGING COMPOSITION OF 
FAMILY BupGets ror SELECTED GroupPs oF CorN BELT FARMERS 1940-1942 (U.S. Dep’t 
of Agriculture, 1946). 

5 KurIHARA, Post-KEYNESIAN Economics 407 (1954). 
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come recipients do not fully use their savings to stabilize their con- 
sumption do they represent, in the ability-to-pay sense, larger tax- 
paying capacity. 

Consequently, this application of the ability-to-pay principle is 
far from damaging to the averaging principle. Indeed, many ability- 
to-pay types of argument cogently favor an averaging device. For 
example, those with fluctuating incomes have less ability to plan 
future expenditures rationally. Costly adjustments may plague 
those whose income levels change frequently. Furthermore, whether 
or not the cause is the feeling of insecurity which may accompany 
fluctuating income levels, medical evidence indicates that there is a 
higher incidence of accident and illness among individuals with fluc- 
tuating incomes.*® 

It is obvious that the ability-to-pay principle, as the minimum- 
aggregate-sacrifice principle before it, neither provides nor denies 
a strong rationale for averaging. However, it must be pointed out 
that supporters of averaging frequently resort to these principles. 
Upon examination, the use of these principles must be considered 
misleading. 

Since no clear-cut solution is to be found in the traditional prin- 
ciples of taxation, other criteria must be found. Like the traditional 
criteria, they must be value judgments, common agreement with 
which is necessary for practical application. Perhaps other criteria 
will yield a less equivocal appraisal of the averaging proposal, 
however. 

A third general criterion of an equitable tax statute is treating 
identically-situated taxpayers in an equivalent fashion. On the sur- 
face such a criterion would seem to favor adoption of the averaging 
principle, since taxpayers with the same multi-annual total incomes 
would appear to fall comfortably within the definition of identically- 
situated taxpayers. However, even so seemingly an apparent victory 
for averaging must be deferred, at least until some of the difficulties 
in the definition of identically-situated taxpayers are investigated. 


III. AVERAGING AND THE Economic-INcoME ConcEPT 


Most economists agree that for a tax statute to be equitable, tax- 
payers with equal incomes should be considered identically situated 
for tax purposes. They would also agree that income, for tax pur- 
poses, should be defined as the maximum amount of rights (in 


6 FELDMAN, STABILIZING JOBS AND WAGES 9 (1940); PErrot, SICKNESS AND THE Eco- 
NOMIC DEPRESSION 1260-1262 (Vol. 48 Public Health Reports 1933). 
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market values) that can be exercised by an individual in consump- 
tion and still have the market value of the individual’s property 
rights remain the same at the end of the tax period as at the begin- 
ning.” Since this definition is tantamount to equating the income of 
any period to an individual’s actual consumption of goods and serv- 
ices (in money values) during the period plus the gain (or loss) in 
the net worth of the individual during the period, inherent in this 
definition of income is the periodic accrual (as if actually realized) 
of unrealized gains and losses. 

Supporters of this definition of income realize that the current in- 
come tax statute deviates from this definition in many respects and 
concede furthermore that the administrative requirements of this 
definition, such as the periodic evaluation of every taxpayer’s tan- 
gible and intangible property rights, are somewhat impractical. 
Nevertheless, economists have used this definition of income as their 
criterion for deciding whether or not, on grounds of inter-personal 
equity between taxpayers, certain items should be included in in- 
come. For example, such economists ordinarily agree that from the 
point of view of equity in tax law capital gains should be considered 
ordinary income for tax purposes; that most income in kind should 
be included in taxable income at market value; and that the rental 
value of property should be included in the owner’s income.® 

Since most of the theoretical problems in the field of public finance 
in recent years have been concerned with what should be included in 
income, little use has been made of the Haig-Simons’ income defini- 
tion in the determination of when income arises. For the purpose of 
the present study, however, such use of the definition is highly ap- 
propriate. The question may be asked: Were the theoretically equi- 
table definition of income rigorously used as the definition of taxable 
income, would income fluctuate more or less than it does under the 
present definition of taxable income? If the current definition of tax- 
able income intensifies the fluctuation that would be present were in- 
come taxable under that income definition most widely accepted as 
‘‘equitable,’’ then some averaging concept would seem desirable. 
However, the opposite would be damaging to the averaging concept. 
If the current taxable income concept is already stabilizing what the 
Haig-Simons’ definition shows to be a highly fluctuating income flow, 
then a further averaging of income under the current taxable in- 
come concept would be both unnecessary and inequitable. 


7 This is known as the Haig-Simons’ income concept. See SIMons, PERSONAL INCOME 
TAXATION (1938). 
8 Ibid. See also VICKREY, AGENDA FOR PROGRESSIVE TAXATION (1947). 
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The answer to this question should not turn on the length of the 
period chosen for the measurement of income under the economic- 
income concept. Periodic income is more likely to be highly volatile 
if it is measured over short instead of long periods. To make a fair 
comparison between the two income concepts, one year must be 
chosen as the period for the economic-income concept, just as it is 
for the taxable-income concept.® 

Income is obtained in many different ways. Whether or not the 
economic-income concept would increase income fluctuation depends 
upon the type of income being considered. It is interesting first to 
examine some of those types of income against which averaging pro- 
ponents claim the present tax law discriminates the most heavily. 


A. ProrrsstonaL INCOME AND THE Economic-Incomse Concept 


The professional income recipient (2.e., doctor, lawyer, account- 
ant, engineer) is said to receive a large proportion of his total life- 
time income in a relatively few years. Because of this and the facts 
of the progressive rate structure and the annual method of comput- 
ing taxes, members of professional groups have sought for several 
years now to introduce into income tax law various forms of lifetime 
averaging for the professional earner.’° © 

Under the current taxable-income concept, income data for the 
professional groups reveal that the average annual taxable income 
during the peak five years of income receipt rarely is double that of 
the lifetime average annual taxable income." It can be shown that if 
the Haig-Simons’ economic-income concept were used for tax pur- 
poses the periodic taxable income of the professional would fluctuate 
a good deal more over a lifetime. This would occur because of the 
large amount of ‘‘income’’ which would become taxable under the 
economic-income concept to the individual during (and at the com- 
pletion of) his professional training. As difficult as the valuation of 
the worth of a professional education may be (and no supporter of 
the economic-income concept denies this difficulty), there is little 
doubt that such education adds to the potential earning power of the 
recipient in a measurable fashion. Economists consider such an edu- 
cation as an investment, since present cash receipts are being sacri- 


9 The appropriateness of a one-year period, regardless of the income concept used, is 
investigated later. 

10 For a discussion of what dollar amounts these plans could save the professional earner, 
see Steger, Lifetime Income Averaging: What It Means For The Professional, 12 Tax L. 
Rev. 427 (1957). 

11 See Steger, supra note 10, at 430, cols, 2, 3, and 4. 
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ficed for greater future cash receipts.’ The fact of investment per 
se is not enough, of course, to establish that economic income has ac- 
crued. Thousands of investments are made yearly which never yield 
their anticipated results, and the economic-income concept does not 
count as income a merely anticipated increase in cash receipts. How- 
ever, when an investment leads to a measurable increase in an indi- 
vidual’s net worth during a year, such an increase must be consid- 
ered economic income for that year. 

There is little question in most cases that a completed professional 
training immediately increases the net worth of its recipient. Studies 
of the computed monetary value of a professional education show 
that such training substantially exceeds the cost (even including the 
foregone income) of its acquisition.’* For example, a carefully made 
study in 1946 indicated that a three-year legal education increased 
the net worth of the average recipient by approximately $120,000 
(in 1935 dollars) above the net worth of the average recipient of a 
four-year liberal arts education.** A full medical school training in- 
creased such worth considerably more; * the net worth of other 
graduate school training was less. 

Naturally, the increase in net worth computed at the time of the 
completion of the education for any recipient of a particular profes- 
sional education can only be an average for the group as a whole. 
Many individual reasons for success or failure remain after gradua- 
tion, and the ‘‘average’’ anticipated return is rarely received. The 
economic-income concept recognizes the possibility of large differ- 
ences between ex ante and ex post receipts from the education. Econ- 
omists using this concept generally deal with the problem by apply- 
ing a high discount rate in capitalizing the anticipated return. Upon 
the actual receipt of professional fees following graduation, the eco- 
nomic-income concept would permit the individual to deduct a yearly 
amount for depreciation of the ‘‘income-producing asset’’ (i.e., the 
education) for which a heavy tax (or tax lien) was levied at the be- 
ginning of the professional’s career. Such depreciation allowances 


12 Many writers agree with this concept. See VICKREY, op. cit. supra note 8, at 342, 

13 See Walsh, Capital Concept Applied to Man, 49 Q. J. Econ. 255 (1935), and Kamm, 
Investment in Self, 34 Rev. Econ. & Stratis. 179 (1952). See also DUBLIN AND LoTKa, 
Money VALUE oFf A MAN (1946). 

14 The capitalized value of the post-tax earnings of the graduate law student was $180,- 
000 in 1935 compared to the $60,000 capitalized value of the student graduating a liberal 
arts college in that year. DUBLIN AND LOTKA, op. cit. supra note 13. 

15 Anyone who doubts that an individual’s net worth is made substantially higher as a 
result of obtaining a medical degree should inquire of his local banker whether he considers 
the financing of a physician’s initial equipment a good investment. Most bankers would 
return an unqualified yes. 
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are necessary both to ensure inter-personal equity between owners 
of income-producing assets and to prevent the double taxation (1.e., 
first as a discounted value and then as the cash payments are actually 
received) of lifetime receipts. 

The economic-income concept, then, causes a professional earner’s 
economic gain to become a wore highly variable taxable-income flow 
than does the current tax law. First, it leads to a tax on the unrealized 
gain represented by the increase in net worth during the training 
years, and secondly, it reduces the taxable income during the later 
years by the amount of depreciation allowances. Unless the increase 
in net worth is extremely small over the training period, a statistical 
measure of dispersion would indicate that the professional’s lifetime 
income as registered by the economic-income concept would have a 
much greater variability than does that measured by the current con- 
cept. For example, rather than the ratio of average annual income 
during the peak five-year period to a lifetime annual average of two 
to one, or less, as is true under today’s taxable-income concept,"* the 
average income during the first years of the professional career un- 
der the economic-income concept would be more than ten times the 
lifetime average annual earnings. In essence, then, the current tax- 
able-income concept permits the professional to spread over many 
years the increase in net worth obtained during the training period. 

The purpose of this example is not to plead for this particular ap- 
plication of the economic-income concept. In fact, many who agree 
with the logic of the concept would reject this application. However, 
it does indicate that the long-term averaging for tax purposes of pro- 
fessional income should be rejected, at least in the interest of equity 
between similarly situated taxpayers. The above analysis shows that 
the current taxable-income concept already is averaging what should 
be, for inter-personal equity reasons, a more fluctuating income flow. 
Therefore, no further long-term averaging should be permitted for 
equity reasons. 

So far, the analysis has proceeded in terms of long-term income 
averaging. Averaging for tax purposes of the short-term income 
fluctuation of professionals receives a more sympathetic treatment 
by an economic income-current taxable income comparison. Phy- 
sicians and lawyers receive a good deal of their taxable income in the 
form of cash payments for work done over several tax years. Since 
the economic-income concept is much more like the accrual than the 


16 See pp. 217 et seq. supra. For example, in the case of high income lawyers, the average 
annual income during the peak five-year period is 152 per cent of the average annual 
lifetime income under the current taxable-income concept. 
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cash basis of tax accounting, the work done each year rather than the 
payments received would become the basis of taxation. Thus the 
economic-income concept would permit the averaging or spreading 
of certain short-term peaks and valleys in a professional’s cash 
receipts. 


B. ENTERTAINMENT INCOME AND THE Economic Incoms Concept 


The case of the entertainer or athlete, the income of whose most 
lucrative years considerably exceeds that of his other years’ in- 
comes, has caught the public fancy. At first glance it might appear 
that the economic-income concept more than the current concept 
would tend to spread such income over time. The training years, in 
theory, should see the net worth of the performer increase. Thus 
some of his peak-year income should be taxed in his early (amateur) 
years. In theory, this is correct. However, the probability of success 
is so small in the entertainment field that the discount rate applied 
during the training years to expected future receipts would have to 
be so great as to exclude a computed increase in net worth during 
any particular entertainer’s formative years. Thus, when the suc- 
cessful entertainer begins to receive large cash payments, these must 
be considered income under the economic-income concept at the 
time of receipt. Since there is no reason to spread such income into 
the future under the economic-income concept either, the entertainer 
or athlete would not be aided by the application of this concept. In 
essence, since the short-lived popularity of an entertainer reflects 
the whimsical nature of a relatively free-price system, his income 
must be so registered over time also. 


C. Prorrr anp THE Economic-INcomME ConcEePT 


Proponents of averaging often claim that profit-makers’ incomes 
fluctuate greatly over time and that, therefore, taxable income 
should be averaged to reduce the alleged discrimination against this 
type of fluctuating income. The contention is made that profit may 
accrue in a corporation for many years before it is realized in a lump 
sum in the form of corporate dividends. 

Economists do look through the corporate entity and view profit 
accruing to the individuals owning the corporation at the time that 
the economic uncertainties—which are the originating causes of eco- 
nomic profit—begin to be resolved. Without any actual cash realiza- 
tion by a corporation, however, the economist may say that ‘‘profit”’ 
has occurred. Profit begins to accrue when a gap in an uncertain 
competitive situation begins to be closed by some enterprising ac- 
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tion. This gap may have been caused by some unsatisfied demand on 
the part of the public or perhaps by some needed but yet undeveloped 
technological advance. Once an individual begins to take the neces- 
sary steps to fulfill some gap he begins to ‘‘make profit’’ in the 
economic sense. 

Naturally, such great uncertainties exist in the early stages of 
even the most successful ventures that a large discount factor must 
be applied to the expected future net receipts at such times. The 
change in net worth, realized or not, from period to period denotes 
the change in profit. Realization per se is not a necessary prerequi- 
site of profit. The receipts of cash from satisfied customers, for 
example, may not take place until several years after the basic pre- 
requisites for the profit taking—the planning for and then the satis- 
faction of the formerly unfilled demand—have been satisfied. 

Were the economic-income concept used for tax purposes, the ab- 
sence of a realization criterion would hasten the time of the taxation 
of income for almost all investors in enterprises. However, only for 
some types of investment would it cause the resulting fluctuation of 
the income flow to exceed that under the current taxable-income con- 
cept. For those safety-minded investors who are looking for a stable 
annual cash flow and capital maintenance, the two taxable income 
concepts would differ only in that the undistributed corporate profits 
would in some manner be taxable to the stockholder under the eco- 
nomic-income concept in the year the corporation realized such in- 
come. Such a practice would not necessarily increase the fluctuation 
of taxable income relative to today’s taxable-income concept. 

However, for the risk-minded, long-run capital appreciation type 
of investor, either a spreading effect or a sharp fluctuation could be 
introduced into the annual income flow by the economic-income con- 
cept. The spreading effect might occur because no realization has to 
take place before income arises; any particular investor under the 
economic-income concept is better or worse off, as the case may be, 
compared to all others as soon as his investment is made. However, 
this spreading effect would be relatively small, since in investments 
having the element of risk the rate of discount applied to future an- 
ticipated gains or losses must be very high. The sharp fluctuation in 
income, on the other hand, due to a sharp increase or decrease in net 
worth would probably often be recorded by the economic-income con- 
cept in the case of speculative investments. At a certain point in time 
the anticipated either does or does not occur. The well has oil or it 
does not; the invention works or it does not. 

Of course, a matter of degree exists here. An invention, for ex- 
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ample, may be engineered relatively slowly. However, each succes- 
sive improvement or failure would be reflected in an income change, 
i.e., a change in net worth. Under the current taxable-income con- 
cept, many of these relatively sudden changes in individual fortune 
are spread over many years. Entrepreneurs quite often, for example, 
receive what the economic-income concept would consider a one-year 
increase in net worth as several years of managerial salary or a 
multi-annual dividend payment. Discoverers of oil wells recover the 
oil over several years rather than selling and receiving the capital- 
ized value of the well at the time of discovery. In this way the cur- 
rent taxable-income concept spreads such gains relative to the eco- 
nomic-income concept." 

In summary, the economic-income concept would greatly intensify 
the taxable-income fluctuation of certain groups, while others would 
be affected very little by the introduction of this concept or even have 
their taxable income somewhat stabilized compared to what it is un- 
der the present taxable-income concept. The former group includes 
taxpayers with significant training-education periods, which sig- 
nificantly increase their economic power, or fortunate recipients of 
economic gains which yield money receipts into the future. In the 
latter category are recipients of money receipts in one period for 
services rendered over several periods. 

The implication for the averaging concept is clear: comprehen- 
sive averaging devices, designed to average all types of income fluc- 
tuation, are overly generous in that they very often would stabilize 
an income stream which, from the point of view of equity between 
similarly-situated taxpayers," is already being unduly stabilized by 
the present taxable-income concept. On the other hand, certain rela- 
tively short-period averaging devices, designed to prorate single 
payments received for multi-annual services, are favored by the 
economic-income criterion as this criterion places items on an eco- 
nomic accrual basis. However, short-period averaging devices 
should not be allowed merely for unusual receipts which may cause 
income to bunch, such as the receipt of television prize money ; these 


17 Recipients of good fortune often sell and receive lump-sum payments taxable under 
current tax law. However, such individuals usually are attempting to benefit from the cur- 
rent capital gains treatment. It is not a feature of the current taxable-income that such 
fluctuation of income occurs; rather, the preferential treatment of capital gains causes 
many deliberately to purposely force their taxable income to fluctuate, even though they 
could average their income over time by realizing such income in a stable flow through the 
years. 

18 As defined by the Haig-Simons’ income concept. 
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gains do not accrue slowly over time, but rather occur at instants of 
time. 

The argument of this section, which has not been favorable to the 
general averaging concept, has been based on the premise that the 
year be accepted as the basic tax period for both the economic-income 
and the current taxable-income concepts. However, this premise 
may be unfair to the averaging concept; perhaps, the year is too 
short a basic tax period. Following is a discussion of the desirable 
length of a basic tax period. 


IV. Lenora or tue Tax Periop 


Were the length of the tax period considerably longer than one 
year, then the fluctuations present in any income stream would not 
be important for tax purposes. The annual period is, of course, arbi- 
trarily chosen, and perhaps its importance should be minimized. 

The courts have wrestled with this problem for years. On the 
whole, they have found that a relatively short calendar period is an 
administrative necessity in tax cases. The inequities, which are not 
always against the taxpayer, of partitioning a ‘‘transaction’’ into 
several tax compartments have been recognized by the courts,’® but 
the time-tested doctrine that ‘‘It is the essence of any system of tax- 
ation that it should produce revenue ascertainable, and payable to 
the government, at regular intervals’’ * continues strong. The 
courts place heavy emphasis on the practical considerations that a 
debtor may become insolvent ; that a more flexible policy would often 
entail the reopening of earlier returns; and that there is a need for 
both parties to avoid ‘‘unusual deferment or acceleration of taxa- 
tion.’’ 

There are some examples of multi-annual, transaction-minded 
reasoning in tax law. In tax statutes, one example of transaction- 
type reasoning is the capital gain or loss concept, under which a 
transaction is seen as beginning not at the time of the sale of the 
capital asset but at the time of its acquisition, when the original basis 
is obtained. To the courts, a ‘‘ ‘transaction’... may comprehend a 
series of many occurrences, depending not so much upon the imme- 
diateness of their connection as upon their logical relationship.’’ ** 
An example of a problem dealt with by the courts in a transaction 
manner is the allowance of reexamination of an earlier but related 
transaction to establish the nature of certain gains or losses, 1.e., or- 


19 United States v. Lewis, 340 U.S. 590 (1951). 
20 Comm’r v. Brooks, 282 U.S. 359, 365 (1931). 
21 Moore v. New York Cotton Exchange, 270 U.S. 593, 610 (1926). 
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dinary income or capital, which are part of a general transaction 
involving sales of capital assets.” 

On the whole, however, the legal doctrine of what is a ‘‘transac- 
tion’’ for tax purposes is extremely narrow. There are relatively 
few situations where it can be used. Annual-period reasoning pre- 
dominates. Nevertheless, from the point of view of the equity of the 
averaging concept, the administrative reasons which enhance the 
position of the year as the tax period should not exclude another ap- 
proach. The economist would be interested in determining that time 
period which supplies most of the content entering into economic de- 
cisions—in other words, the length of what might be called ‘‘the time 
context of economic decisions.’’ While this economic time period, 
once empirically determined, should not be the sole determinant of 
the length of the basic tax period, it should be a factor in an appraisal 
of the desirable length for a tax period. 

In general, empirical studies have made two closely related dis- 
coveries concerning the ‘‘time context of economic behavior.’’ In the 
first place, most economic decisions relate to the immediate future 
and are the results of extrapolating the recent past. Secondly, the 
time pattern of income during an individual’s most recent years and 
the anticipated time pattern of his cash receipts in the future, not 
merely the average amounts of same, are the important factors in 
conditioning his economic reactions to present economic stimuli. Ex- 
amples of these tendencies are to be found in the field of personal 
and business finance. 

The consumption-saving relationship has undergone intensive 
economic analysis. Studies have established that while normal con- 
sumer behavior may be governed by all past events in an individual’s 
life, economic factors, 7.e., income, debt, etc., are probably the most 
important short-run determinants.** Economists have come to real- 
ize that it is extremely difficult to express the relationship between 
consumption and income as a long-run function, since the so-called 
consumption function rapidly changes according to the current eco- 
nomic climate.** There is even a question whether a lag between 
changes in income and the corresponding changes in consumption, 
alleged to arise from the inertia displayed by the consumer who re- 
calls his previous highs in both income and consumption, actually 

22 Arrowsmith v. Comm’r, 344 U.S. 6 (1952). 


23 See Farrell, Irreversible Demand Function, 20 ECONOMETRICA 173 (1952). 
24 Prest, Some Experiments in Demand Analysis, 31 Rev. Econ. & STATIS. 33 (1949). 
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exists. Statistical investigations of this purported lag * do not re- 
veal its existense.”® 

For business decisions, the relevant decision period often is short. 
For example, the relevant receipts and expenses data from which 
estimated future profits from a prospective investment are com- 
puted do not generally project beyond four or five years.”” Further- 
more, short pay-off periods for investment are the empirical rule.” 
In dividend and retained earnings policy, current profit and the pre- 
ceding year’s dividend appear to be the principal factors.”® On the 
whole, businessmen seem to apply a large rate of discount to all but 
the most immediate future events because of the large degree of un- 
certainty which exists in their world. 

Naturally, the prevalence of short economic horizons * and de- 
cision periods does not preclude a certain degree of permanence in 
all economic decisions.** Nevertheless, empirical data indicate that 
annual income has a very important psychological meaning for most 
people.* The implication of this for averaging is not a complete 
denial of the concept, but rather arejection of all but relatively short- 
period averaging concepts. In a world where our actions are so gov- 
erned by the current, the need for a longer time period for tax pur- 
poses does not appear urgent. One writer has said that ‘‘ability to 
pay should be measured by the income concept on which individuals 
generally base their behavior. ... It rarely or ever embraces a life- 
time history.’’ ** Moreover, since the real status of an individual is 
influenced by the time-pattern of his income rather than merely its 
long-term average, the smoothing procedure of all but the shortest 





25 Brown, Habit Persistence and Lags in Consumer Behavior, 20 ECONOMETRICA 355 
(1952). 

26 Metzter, Three Lags in the Circular Flow of Income in INCOME EMPLOYMENT AND 
PuBtic Pouicy 23 (1948). 

27 Mack, THE FLow oF BuSsINESS FUNDS AND CONSUMER PURCHASING POWER 255 
(1941). 

28 TERBORGH, DYNAMIC EQUIPMENT POoLicy (1949). 

29 Lintner, The Determinants of Corporate Savings in SAVINGS IN MoDERN ECoNoMY 
(1953). 

30 A sizable segment of the public has no opinion, for example, concerning economic con- 
ditions beyond the immediate future. KATONA AND MUELLER, CONSUMER ATTITUDES AND 
DEMAND, 1950-1952, 41 (1953). 

31 For example, a recent theory of the consumption function distinguishes between the 
income measured for a particular period and ‘‘permanent income.’’ See FRIEDMAN, A 
THEORY OF THE CONSUMPTION FUNCTION (1957). 

32 KATONA AND MUELLER, Op. cit. supra note 30, at 57. 

33 Slitor, The Flexibility of Income Tax Yield Under Averaging, 54 J. Pou. Econ. 268 
(1946). 
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period averaging systems appears unnecessarily to blunt or elimi- 
nate the importance, for tax purposes, of the allocation of an indi- 
vidual’s income through time. 


V. ConcLusion 


Equity arguments on the whole are not favorable to the introduc- 
tion of a general averaging device. The arguments favor relatively 
simple, short-period averaging devices (if at all), since there is no 
strong equity argument for equalizing the incomes of two taxpayers 
over long periods merely because they have the same multi-annual 
total incomes. The major findings of the analysis are: 

A. Application of traditional economic marginal-utility theory 
indicates that a comprehensive averaging system would increase the 
total sacrifice made by taxpayers in supporting their Government. 
However, since the basic assumption underlying this analysis, i.e., 
marginal utility of income falls as income rises, is doubtful, compre- 
hensive averaging cannot be rejected on this basis only. 

B. On the other hand, the application of the traditional ability-to- 
pay principle would appear to indicate the desirability of a compre- 
hensive averaging system, since ability would seem to be best meas- 
ured by total income over many years. However, this result is not 
unequivocal either. The ability concept looks not only at the total in- 
come of an individual, but also at the potential margin for saving 
which this income affords him. Since fluctuating income recipients 
save more at any given level than do stable income recipients, they 
would appear to have higher ability-to-pay taxes. The obvious weak- 
nesses of this and other ability-to-pay arguments, however, neither 
provide nor deny a strong equitable rationale for averaging. 

C. Since the above two traditional arguments do not provide a 
clear-cut answer, another criterion—that identically-situated tax- 
payers should be treated equally—is adopted. The Haig-Simons’ 
(economic) definition of income for income tax purposes is used to 
define identically-situated taxpayers from the standpoint of when 
income arises. The analysis shows that for many types of income re- 
ceipts the use of the economic-income concept for tax purposes would 
cause periodic taxable income to fluctuate a great deal more than it 
does under the current taxable-income concept. (The professional 
earner, the entertainer, and the profit-taker are studied in detail.) 
In other words, the current taxable-income concept already permits 
a spreading or averaging of income flows which, from the standpoint 
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of similarly-situated taxpayers, should be more highly fluctuating. 
Therefore, no further long-term or comprehensive averaging con- 
cept should be allowed under the present taxable income concept for 
equity reasons. However, the economic-income concept, which is 
more like the accrual than the cash basis of taxation, would permit 
the short-term averaging of certain types of lump-sum cash pay- 
ments received for several years’ effort. 

D. Aside from the administrative advantages of a relatively short 
tax period, an equitable length of the basic tax period should depend 
upon the length of that time period which provides most of the con- 
tent entering into economic decisions. Empirical studies have shown 
that most economic decisions relate to the immediate future and are 
the results of extrapolating the recent past. Therefore, a long aver- 
aging period is inconsistent with the period by which the majority of 
individuals conceive and plan their economic activity. 
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Notes 


Repairs Expense Versus Capital Expenditures. Virtually every taxpayer 
using tangible property in his business must sooner or later face the problem 
of classifying an item as either a capital expenditure or a repair expense. 
This distinction between capital expenditures and current expense is more 
difficult to apply in practice than in theory because the line between better- 
ments and improvements and repairs and maintenance is shadowy and in- 
distinct.! The difficulty of determining the capital or expense character of a 
particular item is magnified by the fact that any single item in certain cases 
may be classified as a capital expenditure, while in other circumstances such 
item may be considered expense.” 

Long ago in the railroad rate cases, the Supreme Court made it clear that 
expenditures for additions and betterments are properly chargeable to capital 
account and not against the revenues of a single day or year; * however, ex- 
penses incurred in keeping the productive works in good condition and re- 
pair are chargeable to earnings.* The Board of Tax Appeals adopted the 
Supreme Court’s theoretical distinction in holding that expenditures for 
overhauling, enlargement, and improvement of taxpayer’s plant are capital 
expenditures.5 The Board properly went on to hold that an expense of a 
permanent nature, such as putting a new roof on a building, constitutes a 
capital expenditure, while an item of temporary character and of frequent 
recurrence, such as repairing gutters on a building and decorating and paint- 
ing, is current necessary expense.® The soundness of these fundamental dis- 
tinctions is self-evident. However, the Board at an early date recognized the 
difficulties that lie in the way of adopting a general rule to fit all fact-pictures.” 
For the Board on other occasions has required capitaJization of amounts spent 
for repairing rain water leaders and painting and repapering a building,’ 
but, on the other hand, also has permitted the expensing of a roof.® Thus we 
see that a determination cannot be made of the capital or expense character 
of borderline ‘‘repair’’ items solely on the basis of a description of the work 
done. 

It is impossible to reconcile all the opinions of the numerous cases in the 


1 Black Hardware Co., 16 B.T.A. 551 (1929), aff’d, 39 F.2d 460 (5th Cir. 1930), cert. 
denied, 282 U.S, 841 (1930). 

2 Libby & Blouin, Ltd., 4 B.T.A. 910 (1926). 

8 Illinois Central R.R. Co. v. Interstate Commerce Commission, 206 U.S. 441, 463 (1907). 

4 Union Pacific R.R. Co. v. United States, 99 U.S. 402, 420 (1878). 

5 Simmons & Hammond Mfg. Co., 1 B.T.A. 803 (1925). 

6 Salo Auerbach, 2 B.T.A. 67 (1925). 

7 Joseph E. Hubinger, 13 B.T.A. 960 (1928), aff’d, 36 F.2d 724 (2d Cir. 1929), cert. 
denied, 281 U.S. 741 (1930). 

8 I. M. Cowell, 18 B.T.A. 997 (1930). 

® Robert Buedingen, 6 B.T.A. 335 (1927). 
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repairs area. All too often insufficient facts are stated to make a thorough 
comparison. Each court in its best judgment has drawn the line on the avail- 
able facts which are before it. Despite the superficial appearance of chaos in 
the repairs area, the vast majority of cases seem to be appropriately decided, 
since the question involves intensively practical judgment. Obviously, some 
single items considered by themselves are typical capital expenditures 1° and 
others are typical expense items.1! The purpose of these comments, then, is to 
highlight the few major guideposts between the two extremes in the twilight 
area where repairs expense blends into capital expenditures. Indeed, so com- 
plete is this blending that ofttimes difficult items, of necessity, are com- 
promised in the field by Internal Revenue agents or perhaps traded off against 
each other on the basis of their respective merits. 

The evident significance to taxpayers of the capital or expense alternatives 
is in the fact that if an item is expensed, the related tax money is available as 
current working capital. On the other hand, if the item is capitalized, the ex- 
penditure tax-wise is generally recoverable through depreciation over a period 
of years, with a corresponding loss of interest value on the related tax money. 
This difference in the timing of the deduction will produce an actual difference 
in aggregate tax liability where there is a variance between income or excess 
profits tax rates in the years involved. Furthermore, on sale of the related 
asset, any undepreciated basis of the capitalized ‘‘repair’’ might go to reduce 
net long-term capital gain subject to the favorable capital gains rate instead 
of being allowed as an ordinary deduction. 

In reviewing the repair cases, it should be remembered that the question is 
one of fact : Are the expenditures, in essence, for replacements, alterations, im- 
provements, or additions which appréciably prolong the life of the property, 
arrest deterioration, and increase the value and, accordingly, are capital ad- 
ditions ; or are the expenditures for the purpose of keeping the property in an 
ordinarily efficient operating, useful, or serviceable condition over its prob- 
able useful life and therefore are allowable as current deductions? !* Having 
reviewed such facts as are available and having noted the relatively constant 
applicable rules of law, some courts are prompted to resolve the point with 
little comment other than on the difficulty of the issue.* Precisely because of 
the difficult factual nature of the question, the decision of the Tax Court in 
a repairs case should not be disturbed on appeal unless manifestly wrong.'* 


10 #.g., reusable engraved copper rolls used in the silk printing business, having an ordi- 
nary useful life of five years, which are scraped down and re-engraved until the diameter 
becomes too small for further use. Washington Piece Dyeing & Finishing Co., 4 B.T.A. 987 
(1926) ; see also note 5 supra. 

11 #.g., painting, filling cracks, and the making good of similar recurrent damage. Ticket 
Office Equipment Co., 20 T.C. 272 (1953), aff’d, 213 F.2d 318 (2d Cir. 1954). 

12 H. S. Crocker Co., Inc., 15 B.T.A. 175 (1929). 

18 Fire Companies Building Corporation, 18 B.T.A. 1258 (1930), aff’d, 57 F.2d 943 (D.C. 
Cir. 1932) ; Buffalo Union Furnace Co., 23 B.T.A. 439 (1931) ; Black Hardware Co., supra 
note 1; and Libby & Blouin, Ltd., supra note 2. 

14 P, Dougherty Co., 159 F.2d 269 (4th Cir. 1947), affirming 5 T.C. 791 (1945), cert. 
denied, 331 U.S. 838 (1947). 
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The Code contains no provision specifically authorizing the deduction of 
repairs as such. Thus repairs are deductible only if they qualify as ordinary 
and necessary business expenses.!® But, on the other hand, items are non- 
deductible capital expenditures if they are paid out for permanent improve- 
ments or betterments, made to increase the value of any property.’® The Pro- 
posed Regulations under the 1954 Code relating to repairs carry forward sub- 
stantially the same meaning as that contained in the Regulations for many 
years.!7 Therefore we must turn to the opinions of the courts to observe how 
the necessarily general tests are applied in specific cases. 


EXPENDITURES WHICH APPRECIABLY EXTEND THE LIFE OF THE PROPERTY 


According to the Regulations, repairs in the nature of replacements are 
capital to the extent that they appreciably prolong the life of the property.™* 
The Code itself prohibits a deduction for amounts spent to restore property 
or in making good depreciation which has been deducted.’® Thus, as a start- 
ing point, we have the rule that if life is prolonged or if depreciation is made 
good, the item is capital. But does not virtually every repair increase the use- 
ful life of the property over what it would have been without the repair? And 
does not every repair tend to make good allowable past depreciation ? 

This basic definitional problem as to whether most repairs extend the life 
of the property was put to the Court in the leading case on repairs, Illinois 
Merchants Trust,?° where a sudden lowering of the water level caused the 
rotting away of the tops of piling which supported a seven-story brick build- 
ing. The tops of the piling were sawed off below the water line and concrete 
supports were inserted. This involved removing a large portion of the ground 
floor as well as shoring up and raising the partially collapsed wall. The Com- 
missioner contended that the work appreciably prolonged the life of the 
property and therefore denied the deduction on the ground that repairs in 


15 ILR.C. § 162(a) (1954). 

16 ILR.C. § 263(a) (1) (1954). 

17 Proposed Reg. Sec. 1.162—4 (1956) : 

‘*The cost of incidental repairs which neither materially add to the value of the property 
nor appreciably prolong its life, but keep it in an ordinarily efficient operating condition, 
may be deducted as an expense, provided the cost of acquisition or production or the gain 
or loss basis of the taxpayer’s plant, equipment, or other property, as the case may be, is 
not increased by the amount of such expenditures. Repairs in the nature of replacements, to 
the extent that they arrest deterioration and appreciably prolong the life of the property, 
should be capitalized and depreciated in accordance with section 167. The assets replaced 
should be removed from the asset account. ’’ 

Article 103 of Reg. 45, in effect under the Revenue Act of 1918, contained language sim- 
ilar in all material respects, except that ‘‘ plant or property account’’ was used in place of 
‘*cost of acquisition or production or the gain or loss basis of the taxpayer’s plant, equip- 
ment or other property, as the case may be,’’ and ‘‘charged against the depreciation re- 
serve’’ was used in place of ‘‘capitalized and depreciated in accordance with section 167. 
The assets replaced should be removed from the asset account.’’ 

18 Proposed Reg. Sec. 1.162—4 (1956). 

19 I.R.C. § 263(a) (2) (1954). 

20 [llinois Merchants Trust Co., Executor, 4 B.T.A. 103 (1926). 
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the nature of replacements should be capitalized to the extent that they arrest 
deterioration and appreciably prolong the life of the property.”* 

The Board agreed that unquestionably the expenditure in issue prolonged 
the life of the building over what it would have been after the sudden lower- 
ing of the water level in the river. But since any repair, the Board said, in- 
creased the useful life of property over what it would have been without the 
repair, the Commissioner’s contention would prohibit the deduction of any 
repair. The Board concluded that the life of the property which must be ap- 
preciably prolonged is the probable, normal, useful life for the purpose of 
the allowance for the return of the capital investment. The evidence was clear 
that the normal, useful expected life of this building was not increased, but 
indeed, it was shortened because the building was still ruptured and cracked 
even after the work was done. As regards life, the Board found on the record 
that the expenditure did not prolong the expected life of the property over 
what it was before the event occurred which made the repairs necessary. The 
deduction was allowed. 

Thus a physically identical replacement could be classified as a capital ex- 
penditure and not repair, if the building were fully depreciated. This is be- 
cause a fully depreciated building has come to the end of its remaining useful 
life used to compute depreciation. The ‘‘repair’’ would enable continued use 
of the building over some new estimated remaining useful life which, of neces- 
sity, must extend the original exhausted life of the property used to compute 
depreciation. Where the new estimated remaining useful life extends appre- 
ciably beyond the termination of the old life, the capital sum expended should 
be recovered over the extended new period of life attributable to the expendi- 
ture. 5 

If the property were fully depreciated, the deduction for repairs might 
properly be denied under the same general theory but under the different 
words of the Code provision which prohibits a deduction for any expenditure 
which. restores property or makes good the exhaustion of the property for 
which an allowance has been made.” For example, the Court in another case 28 
relied on the statutory prohibition against a deduction for an expenditure 
which restores depreciated property and found that substantial repairs to the 
rotted woodwork of the stern of a barge amounted to a replacement. The Court 
noted that the benefits of the expenditure were to last for several years, per- 
haps for the ‘‘remaining life of the barge.’’ Under the test of Illinois Merch- 
ants Trust, just before the expenditure the barge was fully depreciated, and 


21 Reg. 45, Art. 103 (1918) provides that such capital items should be charged against 
the depreciation reserve rather than requiring the item to ‘‘be capitalized and depreci- 
ated,’’ as is now provided by Proposed Reg. Sec. 1.162—4 (1956). Under the straight line 
method of depreciation, the additional depreciation allowable in respect of the capitalized 
‘*repair’’ would be identical under either treatment. This change in the Regulations pre- 
sumably was made to provide for depreciation under such methods as the sum of the years- 
digits, as now authorized by section 167 (b) (3) of the 1954 Code. 

22 I.R.C. § 263(a) (2) (1954). 

23 P, Dougherty Co., 5 T.C. 791 (1945), aff’d, 159 F.2d 269 (4th Cir. 1947), cert. denied, 
331 U.S. 838 (1947). 
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therefore the barge had no remaining useful life for depreciation purposes. It 
appears therefore that in the case of the barge, the Court could equally well 
have said that since the barge was fully depreciated, the expenditure was in 
the nature of a restoration which appreciably prolonged the life of the barge 
beyond the current year and therefore was not deductible as an ordinary and 
necessary business expense. 

In summary, it might be said that the most important fundamental test 
which may determine the character of a repair is whether the repair appreci- 
ably extends the estimated remaining useful life of the property used to com- 
pute depreciation before the repairs were made. Or, stated with different 
emphasis, the concept of capitalizing expenditures which appreciably prolong 
the life of the property underlines the following relationship: the character 
of the repair must be considered in the light of the taxpayer’s policy of assign- 
ing appropriate lives for depreciation purposes.** In other words, the period 
over which the asset may reasonably be expected to be useful to the taxpayer 
may affect the treatment of the repair item. Furthermore, lives for deprecia- 
tion purposes are influenced by the taxpayer’s policy, not only as to repairs, 
but also as to renewals and replacements,”® as well as the particular conditions 
under which the property is used, all of which are reflected in the taxpayer’s 
operating policy and accounting policy followed with respect to repairs and 
maintenance.”* This means, for example, that one taxpayer who, because of 
his operating and accounting policies, uses conservatively short lives, may in- 
cur a capital expenditure because the life used for depreciation purposes is 
extended by the repair. On the other hand, if the life used for depreciation 
purposes is longer and is not extended because of such different depreciation 
policy of the taxpayer, the identical item may perhaps be properly expensed 
as a repair. 


EXPENDITURES WHICH MATERIALLY ADD TO THE VALUE 


The Regulations negatively define incidental repairs which may be deducted 
as expense as not materially adding to the value of the asset being repaired.?" 
But most repairs which are made voluntarily do add to the value of the prop- 
erty, else why would they be made? On the other hand, circumstances beyond 
the control of the taxpayer may require substantial expenditures which 
clearly do not increase the market value of the property. Does this mean that 
solely with respect to the value test such items may be expensed ? 


24 TREAS. BULL. F (1942): ‘‘. . . the probable useful lives shown herein for each kind 
or class of assets are predicated on a reasonable expense policy as to the cost of repairs and 
maintenance. Therefore, in the determination of the depreciation allowance in each case, 
due consideration should be given the maintenance and replacement policy of the taxpayer 
and the accounting practice regarding the same.’’ 

25 Reg. Sec. 1.167(a)-1(b) (1956); Fire Companies Building Corporation, 18 B.T.A. 
1258 (1930), aff’d, 57 F.2d 948 (D.C. Cir. 1932). 

26 TREAS. BULL. F 11 (1942). 

27 Proposed Reg. Sec. 1.162—4 (1956). 
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We have the case 2 where about 2,400 copper tubes, each about two inches 
in diameter and four feet long, are part of a sugar evaporator in which cane 
juice is boiled in the sugar-making process. Generally the life of a tube is from 
two to four years. Some tubes are replaced every year, and in the one year 
under consideration all tubes were replaced. In the opinion the Board consid- 
ered the question whether the replacement of all the tubes added materially to 
the value of the property. The Board allowed the expensing of the tubes in 
view of the fact that no value was added to the machine, except such value as 
was added by the fact that the machine was kept in an efficient condition. 

In another case 2° New York City ordered the installation of a sprinkler 
system in a sixty-year-old hotel building. The installation of the sprinkler sys- 
tem produced no additional income, added nothing to the rental desirability 
of the apartments, and did not reduce the cost of fire insurance. The taxpayer 
contended that the system was a repair which was made to keep the hotel prop- 
erty in ordinarily efficient operating condition; it did not add to the value 
(and clearly did not prolong its estimated life used to compute depreciation). 
The Court found the sprinkler system to be an improvement or betterment 
having a life of more than one year. The Court further commented that while 
the system may not have increased the value of the hotel property, the prop- 
erty became more valuable in the taxpayer’s business by reason of compliance 
with the City’s order. 

Likewise, if some entire structural unit is added as a replacement, generally 
there is added value through improvement.®® Furthermore, the capital char- 
acter of an addition is not changed into an ordinary and necessary business 
expense because the related payments are made for a reason such as to com- 
promise a law suit.*! } 

Thus necessary replacements or useful improvements which materially add 
to the value of the property in the hands of the taxpayer for use in his busi- 
ness must be capitalized even though the market value of the whole property 
shows no perceptible increase.*? But, on the other hand, if an item merely per- 
mits continued, ordinarily efficient operation of the property, it may be de- 
ducted as an expense, provided the added value arises solely from keeping the 
machine in efficient operating condition. 


Repairs AS Part oF Over-ALL PLAN FOR GENERAL RECONDITIONING 
AND IMPROVEMENT OF PROPERTY 


It has been said that the distinction between the terms ‘‘repair’’ and ‘‘re- 
placement’’ is one of degree and not of kind.** Therefore, while certain re- 


28 Libby & Blouin, Ltd., 4 B.T.A. 910 (1926). 

29 Hotel Sulgrave, Inc., 21 T.C. 619 (1954). 

30 Red Star Yeast & Products Co., 25 T.C. 321 (1955). 

81 Mt. Morris Drive-In Theatre Co., 25 T.C. 272 (1955). 

82 Bonwit Teller & Co., 17 B.T.A. 1019 (1929), rev’d and remanded on other issues, 53 
F.2d 381 (2d Cir. 1931), cert. denied, 284 U.S. 690 (1931). 

83 Edward G. Buckland, 66 F.Supp. 681 (D. Conn, 1946). 
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pairs, standing alone, may properly be classified as periodic repairs, such 
items should be capitalized if they are part of the same general scheme of re- 
conditioning and improving and altering property.** 

In Joseph Merrick Jones ® taxpayer acquired a deteriorated building in 
the oldest and one of the most interesting parts of the French Quarter in New 
Orleans. Mr. Jones’ architect recommended demolition of the building, but a 
New Orleans Commission having authority to preserve the architectural and 
historic value of such buildings would not approve demolition of the building. 
At the time of acquisition the building had no remaining useful life. Mr. 
Jones proceeded to recondition the building, claiming as a deduction such 
items as repainting exterior brick work, repairing cracks in masonry, repair- 
ing fire escape rail, replacing fallen plaster, repainting woodwork, and replac- 
ing broken window panes. The Court sustained the disallowance of all the 
items as repointing exterior brick work, repairing cracks in masonry, repair- 
pairs in the nature of ordinary maintenance expenses. They were expendi- 
tures which were part of an over-all plan to restore the building to an operat- 
ing condition. Since the expenditures materially added to the value of the 
building and gave the building a new useful life as a rental property, they 
cannot be separated from the general plan and purpose.*® 

Although not always clearly distinguished in the cases, the capitalization of 
repairs which are part of a general plan of improvement should be distin- 
guished from repairs where the deduction is denied because the repair items 
are not clearly segregated in the record from the cost of the improvements.** 


Repairs MERELY MAINTAIN AN ORDINARILY EFFICIENT 
OPERATING CONDITION 


Generally, repairs which do not materially extend lives or which do not sub- 
stantially add to value are for the purpose of keeping property in good operat- 
ing order. The continued operation of a packing plant in Midland Empire ** 
was threatened by the seepage of oil into the basement rooms which had been 
satisfactorily used for twenty-five years for curing and storage of meat. The 
source of the oil seepage was a neighboring refinery which was constructed 
long after operations were begun in the meat packing plant. To remedy the 
situation, taxpayer lined the basement walls and floor with concrete which ef- 


34 Home News Publishing Co., 18 B.T.A. 1008 (1930) ; cf. California Casket Co., 19 T.C. 
32 (1952) ; Ethyl M. Cox, 17 T.C. 1287 (1952) ; I. M. Cowell, 18 B.T.A. 997 (1930). 

35 Joseph Merrick Jones, 24 T.C. 563 (1955), aff’d, 242 F.2d 616 (5th Cir. 1957). 

36 Judge Murdock further pointed out that the capitalized expenditures may be recovered 
through depreciation deductions which will offset the rental income during the new useful 
life of the building, observing that another property owner who, unlike Mr. Jones, did not 
have a large income from other sources, would see the wisdom of the rule requiring the cost 
of the restoration to be spread over the remaining useful life as an offset against rental 
income. Joseph Merrick Jones, supra note 35, at 569. 

37 Alexander Sprunt & Son, Inc., 24 B.T.A. 599 (1931), aff’d in part and rev’d in part, 
64 F.2d 424 (4th Cir. 1933) ; Modesto Lumber Co., 5 B.T.A. 598 (1926). 

88 Midland Empire Packing Co., 14 T.C. 635 (1950). 
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fectively sealed out the seepage. The expenditures did not allow the plant to be 
operated on a changed or larger scale and they did not make the plant suitable 
for new or additional uses. Since the repairs merely served to keep the prop- 
erty in an operating condition over its probable useful life for the purpose for 
which it previously had been used, the Court allowed the deduction as an ordi- 
nary and necessary ** expense. It should be noted that taxpayer contended in 
the alternative that the expenditure to prevent oil seepage should be treated 
as the measure of the loss sustained during the taxable year which was not in- 
sured or otherwise compensated for.*° Here an emergency expenditure, caused 
by an unforeseeable external factor, involved the involuntary preservation of 
property. Similar borderline expenditures have been allowed as deductions 
where they are required to protect or restore the normal operating efficiency 
of property damaged or threatened by relatively sudden external factors hav- 
ing casualty aspects, such as storms,*! falling water level,*? and underground 
cave-ins.*® 

In a case ** involving farmland terracing to prevent gullying of the land 
and loss of topsoil from the rapid run-off of water, the Commissioner disal- 
lowed the expenditures as a permanent capital improvement to land.*® The 
taxpayer successfully argued that the terracing was properly an ordinary 
and necessary expense, since the purpose served by the work was to maintain 
the farms in an ordinarily efficient condition for carrying on the kind of farm- 
ing which had been followed before the terracing was done, as well as to pre- 
serve the normal productivity of the farmland.*® 


REPLACEMENT OF RECURRING Minor Items May CoNSsTITUTE 
DEDUCTIBLE REPAIRS 


Most repairs involve substitution of new parts or ingredients for old. But 
if a major unit or structural part is replaced, such as a roof, wall, or floor, 
which results in extended life, the item clearly may not be deducted as a 
repair.*? 


39 The Commissioner conceded that the expenditure was ‘‘necessary’’ but contended that 
it was not ‘‘ordinary’’ in taxpayer’s business. The Court held that they were ‘‘ ordinary,’’ 
relying on Welch vy. Helvering, 290 U.S. 111 (1933), where it is stated, ‘‘ Ordinary in this 
context does not mean that the payments must be habitual or normal in the sense that the 
same taxpayer will have to make them often. ... The expense is an ordinary one because we 
know from experience that payments for such a purpose, whether the amount is large or 
small, are the common and accepted means of defense against attack.’’ 

40 T.R.C. § 165(a) (1954). 

41 J. F, Wilcox & Sons, 28 B.T.A. 878 (1933). 

42 Tllinois Merchants Trust Co., Executor, 4 B.T.A. 103 (1926). 

43 American Bemberg Corp., 10 T.C. 361 (1948), aff’d, 177 F.2d 200 (6th Cir. 1949). 

44 J. H. Collingwood, 20 T.C. 937 (1953). 

45 See ILR.C. § 263(a) (1) (1954). 

46 Such farm terracing has been distinguished from capital expenditures by reason of 
the fact that there was no change in the cultivation of the property caused by improvements 
in technique and was made many years after the property in question was put to productive 
use. Mt. Morris Drive-In Theatre Co., supra note 31. 

47 Edward G. Buckland, supra note 33; cf. Red Star Yeast & Products Co., supra note 30. 
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However, even though an item might be an improvement under a technical 
definition, it may be so insignificant in relation to income that it would be ab- 
surd to require its capitalization.** For example, one lessee might be justified 
in capitalizing an expenditure for a mattress or rug, while another oper- 
ating on a larger scale and with substantially identical recurring expendi- 
tures might be justified in deducting the expenditure as an expense if it con- 
sistently followed such accounting and tax reporting practice.*® Thus one 
Court has said that the classification of an expenditure as capital or expense 
depends on the exercise of judgment in the light of circumstances and good 
accounting principles.®° 

The practical effect of this flexible standard has been properly to develop 
the fairly widespread practice of consistently expensing capital items of, say, 
up to a cost of ten dollars in the small professional office, while at the same 
time causing the consistent expensing of certain capital items running into 
hundreds of dollars in heavy industry such as steel. Such minimum capitaliza- 
tion policies may be sound only when consistently applied within the frame- 
work of that taxpayer’s over-all capitalization policy. In any event, such poli- 
cies should apply only to those frequent repair items of a capital character 
which are not of material size in view of the character of the related opera- 
tions. 

It is only practical that expenditures to replace small parts of a large 
machine may be deducted currently, since the replacement serves to repair 
the machine as a whole. On the other hand, when a building is erected the 
flooring, nails, and small supplies clearly enter into the capital cost of the 
building; but when a building is repaired, the cost of such items generally 
may be expensed.®! Furthermore, the character of a repair which is admit- 
tedly ordinary and necessary is not required to be capitalized merely because 
it was made soon after the acquisition of the asset.5? 

It is interesting to note that replacements are not necessarily capital items 
even though they may have a life of more than one year.®* In order to over- 
come water pockets which developed in the subgrade of a railroad track, poles 
were driven into the ground at the ends of the ties. The fact that the bene- 
ficial effects of this work continued for approximately fifteen years was not 
enough to overcome the repair character of the expenditure. After the poles 
were driven, the repaired parts of the railroad tracks were no more useful 
than the other parts which had not needed such work, and accordingly a de- 
duction for repairs was allowed. 


48 Joseph E. Hubinger, 13 B.T.A. 960 (1928), aff’d, 36 F.2d 724 (2d Cir. 1929), cert. 
denied, 281 U.S. 741 (1930). 

49 Manger Hotel Corp., 10 T.C. 520 (1948). 

50 W. P. Brown & Sons Lumber Co., 26 B.T.A. 1192 (1932), appeal dismissed, 68 F.2d 
1022 (1934). 

51 Libby & Blouin, Ltd., supra note 28. 

52 Osage Steamship Co., Ltd., 3 B.T.A. 141 (1925). 

53 Kansas City Southern Railway Co., 112 F.Supp. 164 (Ct.Cl. 1953). 

54 Rulings of the Interstate Commerce Commission may have been given some weight in 
arriving at this decision. In addition, the railroad beds presumably are treated as non- 
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THE QUESTION: PURPOSE AND Errect AS DISCLOSED BY THE F'AcTS 


The question of classifying an item as repair or capital is one of fact, which 
can best be determined by looking to the purpose and effect of the work. For 
example, if the erection of a temporary roof and the enclosing of finished sec- 
tions of a new building with temporary partitions is for the purpose and has 
the effect of allowing the taxpayer to continue his operations pending comple- 
tion of the new building, expenditures for such construction may be deducti- 
ble.> Also, a substantial and costly underground structure, created as a new 
part of taxpayer’s plant and having a life of more than one year, may be ex- 
pensed if the purpose and effect of the work is merely to enable continued 
operation of the plant on the same scale and at the same degree of efficiency at 
which it had operated before.®® On the other hand, the purpose and effect of 
expenditures for painting and repairing cracks in masonry indicate their 
capital character where the purpose and effect cannot be separated from an 
over-all plan for the general rehabilitation, restoration, and improvement of 
a deteriorated and fully-depreciated building.™ 


CoNCLUSION 


The broad distinctions between expenditures which are capital and those 
chargeable against operating income have best been summarized by the fol- 
lowing oft-quoted language from Illinois Merchants Trust : °8 


In determining whether an expenditure is a capital one or is chargeable 
against operating income, it is necessary to bear in mind the purpose for 
which the expenditure was made. To repair is to restore to a sound state or to 
mend, while a replacement connotes a substitution. A repair is an expenditure 
for the purpose of keeping the property in an ordinarily efficient operating 
condition. It does not add to the value of the property, nor does it appreciably 
prolong its life. It merely keeps the property in an operating condition over 
its probable useful life for the uses for which it was acquired. Expenditures 
for that purpose are distinguishable from those for replacements, alterations, 
improvements or additions which prolong the life of the property, increase its 
value, or make it adaptable to a different use. 


For the convenience of the reader who wishes to observe further practical 
application of the purpose and effect test to a specific fact-picture, the com- 
prehensive findings of fact in Farmers Creamery ™ are quoted in the margin. 


depreciable capital items, and accordingly maintenance work should not be capitalized, 
since it could not ordinarily increase the indefinitely long useful life of the non-depreciable 
property. 

55 Robert Buedingen, 6 B.T.A. 335 (1927). 

56 American Bemberg Corp., supra note 43. 

57 Joseph Merrick Jones, supra note 35; and I. M. Cowell, supra note 34. 

58 Tllinois Merchants Trust Co., Executor, 4 B.T.A. 103 (1926) ; emphasis supplied. 

59 Farmers Creamery Co. of Fredericksburg, Va., 14 T.C. 879 (1950). The following 
paragraphs quote the findings of fact in reclassified order after the respective general cap- 
tions under which we have reviewed the repairs question: 

(a) Facts regarding extension of life: ‘‘The general building was erected in 1914 and 


a 
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Segregation of the facts of any repairs case into rigid artificial classifications, 
such as we have adopted to facilitate our analysis, is somewhat unsatisfactory, 
since the fact-picture must be reviewed as a whole before an intelligent deci- 
sion as to the proper character of the item in question can be made. Reliance 
on just one or two of the broad aspects which we have considered could be 
fatal, since other unexplored circumstances might well result in a contrary 
conclusion. 

As in most tax questions, the burden of proof rests with the taxpayer, who 
must establish that the item in question is not a capital expenditure.® Accord- 
ingly, the taxpayer should be careful to make sure that all appropriate facts, 
evidencing purpose and effect, upon which the Court must judge the case are 
in the record, or the issue obviously may be lost regardless of the merits.®! 

Although the general principles in the repairs area have not changed sub- 
stantially in many years, the Tax Court each year continues to decide addi- 
tional cases in this area. Presumably, repairs cases will continue to arise, not 
only because large numbers of taxpayers employ physical property requiring 
repairs in their trade or business or as income producing property, but also 
because of the accelerating trend toward automation in many businesses. 
Indeed, since it is evident that the distinction between repairs and capital 


has since been in constant hard use. The cost of the building at the beginning of 1942 was 
$35,775.52, subject to a depreciation reserve of about $27,000. The building was then in 
bad condition, due to rotting of wood portions of floors and walls resulting from milk and 
water seepage. . . . Typical separate repairs were replacing several joists where the old 
ones had rotted permitting the floor to sag, replacing small portions of rotted flooring, and 
patching walls and ceilings. These repairs did not appreciably prolong the original useful 
life of the property.’’ 

(b) Facts regarding addition to value: ‘‘The materials used were similar to those re- 
placed. The work was unusually expensive because of war time costs and because much of it 
was done on an overtime basis, so as to interfere as little as possible with the operation of 
the plant.’’ 

(c) Facts as to over-all plan for improvements: ‘‘ Repairs were made from time to time 
as occasion arose during each of the taxable years, without discontinuing the use of the 
building. These were not made in accordance with any over-all plan.’’ 

(d) Facts as to maintaining operating condition: ‘‘ Repairs were required for sanitary, 
safety, and utility purposes in order to maintain and continue the efficient use of the build- 
ing. They did not require a building permit... . The repairs were solely to mend deterio- 
rated parts of the old building in order to restore it to a sound condition.’’ 

(e) Facts as to recurring or minor items: ‘‘Repairs were made from time to time as 
occasion arose during each of the taxable years, without discontinuing the use of the build- 
ing. ... The repairs never replaced as much as one-half of any wall, ceiling, or floor and 
they did not in any way enlarge or change the design of the building. The costs were all 
charged to a repair account.’’ 
With such an excellent analysis of all the pertinent facts before it in the record, the Tax 
Court had little difficulty in deciding the question of fact in favor of the taxpayer. 

60 Plaza Investment Co., 5 T.C. 1295 (1945). 

61 Tovrea Land and Cattle Co., 10 T.C. 90 (1948) ; Lillian M. McDonough, 15 TCM 1127 


(1956). 
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expenditures is one of fine degree,®? the judgment of parties with opposing tax 
interests, let alone the impartial judges themselves,®* cannot always be ex- 


pected to agree where the line should be drawn. 
—Joun B. Coox* 


62 Red Star Yeast & Products Co., 25 T.C. 321 (1955). 

63 Mt. Morris Drive-In Theatre Co., 25 T.C. 272 (1955), which was reviewed by the 
Court, with two judges agreeing in a concurring opinion and five judges dissenting. 

* A member of the New York Bar and a Certified Public Accountant (New York and 
Pennsylvania). 
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Book Reviews 


HANDBOOK OF PARTNERSHIP TAXATION. By ArTHuR B. Wiis. Englewood 
Cliffs, N. J.: Prentice-Hall, Inc. 1957. Pp. xviii, 585. $15.00. 


This is the third major work on partnership taxation which I have been 
privileged to review over the last few years. First, there was Paul Little’s 
pioneering analysis which demonstrated the necessity for a comprehensive 
statute such as that finally enacted in the 1954 Code. Then very recently, 
there was the McDonald-Dohan-Phillips manual in the American Law Insti- 
tute ‘‘tax handbook’’ series—a ‘‘how to do it’’ book with an uncommon pro- 
portion of keen and perceptive legal thinking. Now we have, it would seem, 
the final effort in this field for a while to come. This modestly entitled Hand- 
book should serve as the definitive treatise so long as the present structure of 
Subchapter K remains. 

The economics of the marketplace do not always prevail in legal publica- 
tions. There is often a demand for a treatise which no one is able or willing to 
supply. Even when the work is supplied, it is not often that it is done by the 
person whose background and experience make him the ideal person to do it. 
It is therefore a cause for rejoicing when a new and difficult subject is tackled 
by a lawyer who thoroughly knows that subject and who has the rare ability 
to make the complex sound clear and simple. Arthur Willis was Chairman of 
the Partnership Committee of the American Bar Association Tax Section 
during the crucial period when the 1954 Code was being formulated; he 
rendered substantial help to the Treasury in the writing of its remarkably 
good partnership regulations ; and he is now Chairman of the Advisory Group 
on Subchapter K for the House Subcommittee on Internal Revenue. All of 
this academic background is reflected in his writing. In addition, he is a prac- 
tical lawyer who has lived with the problems he is writing about, so that his 
examples and forms have the realism of a law office clientele. 

The book is a virtual necessity for the tax practitioner, and it can be a use- 
ful item in the libarary of any lawyer who advises on business transactions. 
The partnership is increasingly popular as a business vehicle, largely because 
of the heavy ‘‘double tax’’ on corporate earnings, and it is met in many fields 
which were once the exclusive province of the corporation. Moreover, it is met 
in a bewildering variety of forms—from the two-man grocery store to the 
hundred-man oil venture, and from the father-son cattle ranch to the big New 
York real estate syndicate. These forms have many problems in common, and 
even more which require special consideration. A mere catalog of the prob- 
lems is a formidable task, especially when these problems arise under a new 
and untried statutory pattern which replaces a generation of uncharted con- 
fusion. One noteworthy feature of Mr. Willis’ book is the variety of his 
examples, illustrating the wide areas in which the tax problems exist. 
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This treatise is far more than a section-by-section analysis of the tax statute. 
It is logically divided into functional groups of chapters: ‘‘ general tax con- 
cepts,’’ ‘‘forming the partnership,’’ ‘‘operating the partnership,’’ ‘‘sale or 
exchange of a partnership interest,’’ ‘‘distributions of partnership prop- 
erty,’’ and ‘‘death or retirement of a partner,’’ with concluding ‘‘ miscellane- 
ous’’ chapters on the family partnership, the professional partnership, and 
the choice between partnership and corporation. Typically, each division is 
introduced by a broad delineation of the problems, followed by an historical 
summary of the subject and an analysis of the statute and regulations. The 
historical portion is usually sketchy, with just enough of the pre-1954 back- 
ground to explain the direction of the 1954 statute. With some justification, 
the author apparently believes that more shadows than light would be cast by 
a detailed analysis of the earlier cases and rulings. In many instances, how- 
ever, the factual patterns in these obsolete authorities are provocative, and 
even a superseded rationale can sometimes be a helpful guide to the prediction 
of a future decision. At least one interested reader would have liked to see Mr. 
Willis’ reactions to more of these earlier cases. 

If a text cannot have the advantage of case law, how does the author supply 
the flesh and blood to make it carry a feeling of reality? It is here that Mr. 
Willis’ extensive experience, fortified by his resourceful imagination, makes 
a major contribution. At every turn there is a pointed and realistic example 
to illustrate a rule, or to sharpen a distinction, or to pose a still debatable 
question. A special merit badge should be awarded for the author’s conscien- 
tious use of precise dollar amounts in his examples and for his careful follow- 
through on the partnership accounting. This technique is especially valuable 
in the areas of partner contributions, partnership distributions, and pay- 
ments on death or retirement. 

A final word of commendation is due for an extensive appendix of partner- 
ship agreement forms, with explanations and text cross-references. Mr. Willis 
is an expert draftsman, and his forms have been prepared with loving care. 
They make interesting reading, and they can be extremely helpful in delineat- 
ing the responsibilities which the lawyer undertakes today in preparing a 
partnership agreement. As emphasized in the text, the present tax statute 
gives important choices to the taxpayers in framing their agreement. This, in 
turn, imposes the obligation upon the lawyer to explain these choices and to 
anticipate their effects. Moreover, of course, he has the task of incorporating 
these choices in the legal instrument. Any help from an expert should be 
warmly welcomed. 

—Mark H. Jounson * 


* Member of the New York Bar and co-author of RABKIN & JOHNSON, FEDERAL INCOME, 
Girt AND EsTaTE TAXATION. 
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Selected Tax Reading * 


Basic PENSION AND Prorit-SHarine Puans. By Leon L. Rice, Jr. and Ep- 
warp H. Scuuaupt. Philadelphia: American Law Institute, 1957. Pp. 
148. $3.00. 


BuRDEN OF PRroor IN ACCUMULATED SurpPLUS CasEs, THE. By ANDREW Kop- 
PERUD and J. Bruce DoNaLpson. 35 Taxes 827 (November, 1957). 


CASALE REVERSED: CORPORATE INSURANCE Not DIVIDEND TO CONTROLLING 
STocKHOLDER. By Epwin M. Jones and Joun F. GLEASON. 7 J. TAXATION 
258 (November, 1957). 


DIvIsIVE REORGANIZATIONS UNDER THE INTERNAL REVENUE CopE oF 1954. 
Comment. 67 Yale L.J. 38 (November, 1957). 


How To ContTrRou Tax AND ACCOUNTING ASPECTS OF RETIREMENT FROM A 
PARTNERSHIP. Edited by Jackson L. Boucuner. 7 J. Taxation 288 
(November, 1957). 


New Attack on Stock REDEMPTION, THE. By RicHarp D. Hosset. 35 Taxes 
830 (November, 1957). 


SALE or A Contract—CapitTaL GAIN or OrpINARY INCOME. By Cary ANN 
Becuuy. 35 Taxes 759 (October, 1957). 


SALES AND Use TAXES: WHEN, WHERE AND TO WHAT TRANSACTIONS Do THEY 
Appuy. By Joun F. Dur, EUGENE GREENER, JR., CLYDE L. BALL, ARTHUR 
H. Norturvup, and George D. Brasson. 7 J. Taxation 194 (October, 
1957). 


Spuit-DoLLAR AND BANK-FINANCED INSURANCE PLANS. By BENJAMIN M. 
Brecker and Davin M. Suoan. 35 Taxes 842 (November, 1957). 


TAXATION IN THE UNITED KINGDOM—WoRLD Tax SERIES. By WALTER W. 
BruDno and FranK Bower. New York: Little Brown and Co., 1957. Pp. 
534. $15.00. 


Tax Factors in Basine INTERNATIONAL Busrness ABRoAD: A STUDY OF THE 
LAw OF THE UNITED STATES AND SELECTED ForEIGN CouNnTRIES. By WIL- 
LIAM J. GipBons. Cambridge: Harvard University Law School, 1957. 
Pp. 177. $5.00. 


WHEN You Go To tHE TAx CourRT. PROCEDURE AND PrRAcTICcE, INCLUDING 
Court RULEs For Review, RuLEs oF THE Tax Court, CopE or EVIDENCE 
oF District oF CoLUMBIA, SPECIMEN Case. Ed. 17. Chicago: Commerce 
Clearing House, 1957. Pp. 316. $4.00. 


* Compiled by Bernard Greisman of the New York Bar. 
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TRUSTEES and TRUST 


ADMINISTRATION 
by Walter L. Nossaman 


A practical working guide for the drafting and administration of 
trusts with full consideration of trustees’ special problems and tax 
questions. 


HOW TO DRAFT TRUSTS—Here are hundreds of meticulously 
worded clauses that you need to keep on tap in order to build trusts 
to fit your clients’ needs. Also, many complete trusts. An infinite 
variety of special purpose trusts can be built with this collection— 
testamentary, inter-vivos, marital deduction, business insurance trusts, 
ete. 


WHAT THE TRUSTEE NEEDS TO KNOW ABOUT VALIDITY 
AND INTERPRETATION—14 chapters on particular provisions of 
trusts, right of revocation, time limits, accumulations, and many other 
matters. 


RIGHTS AND LIABILITIES OF THIRD PERSONS—Rights of 
creditors. Liabilities of those dealing with trustees. 


TRUSTEES’ RIGHTS, POWERS, DUTIES AND LIABILITIES 
—Eleven chapters on capacity, tenure, succession, etc., including 
accounting, legal actions and powers of appointment. 


HOW TO DEAL WITH TAX QUESTIONS—What property to in- 
clude. Credits, exempt property, deductions. Gifts, exclusions, ex- 
emptions. Taxes on trust income. Pension and profit sharing trusts. 
Trustees’ liabilities. State conflicts. Tax planning with trusts. 
Fifteen chapters. 


FREE EXAMINATION 
TWO BINDER VOLUMES, ALWAYS UP TO DATE. Price, $42.50. 


Write to 


MATTHEW BENDER AND COMPANY, INC. 
Albany 1, N. Y. 
443 Fourth Avenue, New York 16, New York 





Please mention the Tax Law Review when answering advertisements. 


























HERR’'S 


INSTANT 


DEPRECIATION COMPUTER 
By Robert R. Herr, C.P.A. 


You can now compare, without computation, the depreciation charge for any year, 
in any life span—in any of the three main systems permitted under the new tax law. 


The new DEPRECIATION TABLES by Robert R. Herr, CPA, give you the answer 
at a glance. 300 large (8% x 11”) pages. 123,000 formula computations. Any 
depreciation figure is instantly findable for any taxable year or any month—just select 
the schedule you want, depending on the estimate of useful life. There, all on one 
page, in side-by-side columns, you find the IBM calculated results according to: 


1. THE STRAIGHT LINE METHOD both annual and monthly 


2. THE SUM OF THE YEARS-DIGITS METHOD both annual and 
monthly 


3. THE DECLINING BALANCE METHOD both annual and monthly 


In addition, you can find, all face-up on the open page, the figure for 4% of one year 
and % of the next—or any other such combination. 


By having these computations laid out to instant view, you save hours of computing 
time. But that’s only half of it. You invariably save tax money by the ease with 
which the results of the three depreciation methods can be compared, in advance. 
Faster tax depreciation frees current funds. Income producing taxpayers prefer it— 
and in this way you can demonstrate to a client HOW MUCH the faster depreciation 
means. With these tables, you will take advantage of the digit method when you 
should, which will be often. 


Also included with Herr’s DEPRECIATION TABLES: A complete and detailed 
analysis and explanation of the depreciation provisions of the new tax law, by a 
nationally known tax authority. This ANALYSIS AND EXPLANATION, by Brady O. 
Bryson, Attorney, of the law firm of Chapman, Bryson, Walsh & O’Connell (New 
York), is an important part of the publication. Mr. Bryson answers the questions 
that are bound to occur with reference to the new law. He points up many tax 
angles and ideas, the significance of which might otherwise be lost. 


2 Weeks’ Free Examination 


Price $6. 


MATTHEW BENDER & COMPANY, INC. 
Albany I, N. Y. 








Please mention the Tax Law Review when answering advertisements. 














BRAZILIAN TAXES and 


BUSINESS ORGANIZATION 
by Walter H. Diamond 


A truly comprehensive portfolio, devoted exclusively to out- 


lining the rules and methods for profitably doing business in 
Brazil. This fact-filled book tells you: 


How to organize business enterprises 
What the investor should consider 

W hat individual taxes he pays 

What company and other taxes he pays 
What specific tax advantages are available 
What labor laws need to be considered 
How the patent and trade mark laws work 


Mr. Diamond is America’s foremost authority on foreign trade and 
taxes. He is the author of FOREIGN TAX AND TRADE BRIEFS, a 
continuing service which summarizes the trade and tax picture in 73 
countries. He is also the editor of McGraw-Hill’s AMERICAN LETTER 
(Brazilian Edition). In the present portfolio, devoted exclusively to 
the Brazilian set-up, he expands his coverage to the point where all 
your practical questions are answered. 


It is an operating manual. In it, he tells you what to do and what 
not to do. He tells you what you can expect and exactly what it will 
cost you taxwise—in both cruzeiros and dollars. This, in fact, is the 
kind of answer book you can use as you go, when you do not have the 
time to stop and research your questions. 


Price $10. 


MATTHEW BENDER & COMPANY, INC. 
Albany I, N. Y. 





Please mention the Tax Law Review when answering advertisements. 
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